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Chapter  1 
INTRODUCTION 

An  investigation  of  the  Department  of  Defense  (DoD) 
profit  policy  indicates  that  profit  is  the  motivating  force 
driving  business  activities  (27s 3 i 139 ) • The  DoD,  through 
the  procurement  process,  must  provide  firms  with  an  adequate 
profit  if  the  Government  hopes  to  draw  the  inventive  and 
productive  capabilities  of  private  industry  to  the  support 
of  defense  programs  (3*  3 ) • It  is  recognized  that  in  some 
instances  a contractor,  in  the  short  run,  may  consider 
other  factors  more  important  than  profit.  However,  for  a 
firm  to  continue  as  a going  concern,  in  the  long  run,  it 
must  earn  a profit  (l6s 77-78). 

The  Government's  objective  of  maintaining  a competi- 
tive market  for  the  highly  technical  and  complex  weapon  sys- 
tems requires  am  understanding  of  the  market  situation. 

There  are  several  distinguishing  factors  between  the 
defense  and  commercial  markets.  In  the  commercial  market 


the  individual  firms  take  the  initiative  to  enter  or  exit 
the  market.  Once  a firm  enters  the  market,  it  provides  its 
own  resources  for  investment  in  development  and  production 
of  its  product.  In  the  defense  market  the  DoD  (monopsonist) 
determines  the  requirement  for  a product  and  induces  one  or 
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more  firms  to  develop  and  produce  the  desired  item.  Often 
this  situation  results  in  the  Government  assuming  develop- 
ment costs  and  project  risk  (4«15).  The  degree  of  uncer- 
tainty and  high  dollar*  amounts  needed  to  develop  and  offer 
weapon  systems  to  the  Government  are  incongruent  with  normal 
business  analyses  of  the  market  ( 4« 13— 15 ) . 

There  are  other  differences  between  the  competitive 
commercial  and  DoD  markets.  The  commercial  market  is 
usually  characterized  by  many  buyers  and  sellers,  homoge- 
neity of  products,  relatively  easy  market  entry  and  exit  and 
substitution  of  one  good  for  another.  The  defense  market, 
in  contrast,  is  characterized  by  a single  buyer  in  a monopo- 
listic to  oligopolistic  supplier  market  for  unique  or  highly 
specialized  products,  where  substitution  is  impracticable 
and  high  financial  barriers  prevent  easy  market  entry  and 
exit  (4i 15-17) . 

A major  consideration  in  all  markets  is  profit. 
However,  in  order  to  motivate  contractors  through  profit, 
the  contractors'  perception  of  the  network  of  factors  com- 
prising profit  must  be  understood. 

Problem  Statement 

The  present  Government  profit  model  (see  Appendix  A) 
does  not  consider  all  the  relevant  factors  which  influence 
a contractor's  actual  profit.  The  model  tends  to  reward  a 
contractor  for  labor  intensive  efforts  (261 12-5)  while  pro- 
viding no  positive  incentive  for  invested  capital  (8186). 
Furthermore,  this  profit  model  fails  to  recognize  the  cost 


of  dealing  in  the  money  markets.  Specifically,  the  use  of 
borrowed  capital  to  improve  facilities  and  equipment  may 
reduce  overall  costs  and  cause  less  reliance  on  Government 
furnished  facilities  or  existing  contractor  facilities 
(4«95).  The  present  Government  model  does  not  recognize 
interest  on  borrowed  capital  as  an  allowable  expense  ( 27 * 
15«l6)  and,  of  course,  is  not  concerned  with  profit  after 
income  taxes  ( 27» 15« ^2) . The  Government  assumes  contractors 
to  be  profit  maximizers  < 27*  3* 139 ) • This  purely  theoretical 
economic  perception  by  Government  of  a contractor's  profit 
policy  is  rather  naive  at  this  point.  Evidence  shows  that 
contractors,  in  the  short  run,  will  trade  off  a portion,  of 
profit  to  maximize  sales,  "buy  in"  for  follow-on  programs, 
provide  company  growth  and  gain  prestige  and  goodwill  (l6i 
77-78).  It  is  important  for  the  DoD  and  the  defense  indus- 
try to  have  a common  base  of  factors  establishing  profit 
objectives. 

Definitions 

The  following  terms  and  phrases  are  defined  as  they 
apply  and  are  used  in  this  research* 

1.  Adequate  profit — must  at  least  equal  oppor- 
tunity costs.  As  a minimum  this  sum  must  equal  or  exceed 
the  average  prime  rate  for  the  past  six  months. 

2.  Blasphemy — relates  to  the  concept  used  in  early 
Government  contracting  of  paying  a percentage  of  profit  on 
cost  without  a cost  ceiling. 
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3*  Central  tendency  analysis — refers  to  the  inspec- 
tion and  analysis  of  the  mean  and  dispersion  of  the  data 
for  each  specific  determinant  of  profit. 

4.  Data  hits,  finds  and  cases — these  synonyms  refer 
to  the  actual  datum  extracted  from  the  population  sample 
using  the  semantic  differential  content  analysis  model.1 

5*  Formal  advertising — a strict  and  rigid  form  of 
selecting  a contractor  for  contract  award.  Contractors 
respond  to  the  Government's  invitation  for  bids  with  sealed 
bids  which  are  publicly  opened  and  recorded  at  a specific 
time  and  place.  Award  is  then  made  to  the  responsive  and 
responsible  low  bidder  without  negotiation  (27i3il4o). 

6.  Monops onist — in  the  economic  context,  is  the 
only  buyer  in  the  market  and,  therefore,  determines  the 


demand. 


; — is  used  synonymously  with 


normal  profit.  Either  term  will  be  used  to  indicate  the 
profit  necessary  to  allow  the  contractor  access  to  the 


capital  markets. 


I — is  a plan  or  policy 


used  to  determine  profit  goals  in  such  a manner  as  to  mask 
the  real  business  objectives  (i.e.,  sales  maximization, 
firm  perpetuation,  follow-on  business,  etc.). 

9.  Profit  pyramiding — the  situation  where  a verti- 
cal network  of  subcontractors  under  a prime  contractor 


'See  page  24. 


charge  profits  in  their  subcontracts.  These  latent  profits 
are  charged  as  costs  by  the  prime  contractors  to  the  Govern- 
ment. 

10.  R&D  work — refers  to  research  and  development 
work  conducted  and  funded  under  DoD  contracts. 

11.  Reprocurement  data — this  term  refers  to  the 
engineering  drawings,  process  specifications  and  any  other 
data  required  to  allow  purchase  of  a system  or  component 
from  an  alternate  source. 

12.  Types  of  contracts — refers  to  the  following 
particular  contracts* 

FFP  is  a firm-fixed  price  contract. 

FPI  is  a fixed-price  incentive  contract  and 
places  incentives  on  cost,  performance  and 
schedule  individually  or  any  combination. 

CPIF  is  a cost  plus  incentive  fee  contract  and 
places  incentives  on  cost,  performance  and 
schedule  individually  or  any  combination. 

CPFF  is  a cost  plus  fixed-fee  contract. 

Background 

Changing  market  structure.  In  the  1967  Logistics 
Management  Institute  (LMI)  study  (20»64)  covering  a nine- 
year  period  (1958  to  1966),  a significant  shift  in  mix  of 
business  (military  to  commercial)  performed  by  defense 
contractors  was  noticed.  In  1958  approximately  60  percent 
of  these  companies'  business  was  concentrated  in  defense 
work.  However,  by  1966  less  than  50  percent  of  their  work 


involved  defense  contracts.  This  study  further  showed  that 
in  1966  40  percent  of  these  companies'  profits  resulted  from 
defense  work  while  in  1958  the  percentage  was  60  percent. 

This  Ufll  study,  as  well  as  subsequent  research  in  1969  and 
1970  (21 1 22),  revealed  that  the  profit  trend  in  defense 
contracting  was  decreasing  while  commercial  profits  were  in- 
creasing. Additionally,  research  on  market  concentration  by 
Belden  indicated  that  the  defense  supplier  market  was  be- 
coming less  competitive  from  an  economic  standpoint  (3»11- 
13).  This  did  not  mean  that  competition  was  lacking.  In 
fact,  some  contractors  asserted  that  the  employment  of  com- 
petition in  new  areas  of  work  and  increased  size  and  scope 
of  contracts  on  major  programs  had  created  an  environment 
where  survival  rather  than  profit  was  the  goal  (21«19). 

These  major  competitions  created  their  counterpart — monopoly. 
As  a result  of  proprietary  rights,  technical  expertise,  high 
start-up  costs  and  the  high  cost  of  reprocurement  data,  sole 
source  and  noncompetitive  production  follow-on  contracts 
became  commonplace,  thus  further  limiting  competition. 

Profit  defined.  At  first  glance,  the  definition  of 
profit  seems  obvious.  However,  after  reviewing  the  avail- 
able literature,  a universal  definition  is  quite  difficult 
to  find.  Drucker  recently  stated  that  "...  the  essential 
fact  about  profit  is  that  there  is  no  such  thing.  There 
are  only  costs  [lOilO]."  Drucker  further  subdivides  the 
term  profit  into  the  cost  of  capital,  risks,  and  the  jobs 
and  pensions  of  tomorrow  (10»10).  Ferguson,  the  noted 
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economist,  defines  profit  in  terms  of  opportunity  costs  and 
"pure  profit"  (II1I65). 

Profit  in  economic  literature  refers  to  the  ex- 
pected reward  for  the  contributions  of  entrepreneurship 
(12t2).  Simply  stated,  a business  must  show  a return  on 
invested  capital  over  the  long  run  in  order  to  draw  future 
capital  and  retain  present  capital.  The  lowest  rate  at 
which  capital  can  be  obtained  for  reinvestment  at  some 
higher  attractive  rate  is  commonly  referred  to  as  the  "cost 
of  capital"  (17:29).  The  cost  of  capital  is  equated  with 
opportunity  cost  and  included  in  the  total  costs  of  doing 
business.  In  economic  theory  all  profits  in  excess  of 
opportunity  costs  are  considered  "pure  profits"  (11:165). 

Even  with  a complete  understanding  and  acceptance  of 
economic  normal  profits  (i.e.,  opportunity  costs)  a diffi- 
culty remains  in  defining  "normal,"  recognizing  that  the 
definition  is  subjective,  and  that  the  definition  changes 
over  time.  In  contrast  to  economic  profit,  Anthony  defines 
accounting  profit  as  the  difference  between  revenues  and 
expenses  (2:56).  Accounting  profits,  however,  include  not 
only  economic  profits,  but  returns  such  as  rents,  interest, 
wages  and  the  results  of  chance  factors  such  as  wars, 
strikes,  unusual  weather  conditions  and  other  unforeseen 
events. 

This  research  considers  profit  from  the  economic 
perspective.  The  profit  model  developed  and  tested  in 
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Chapter  3 attempts  to  establish  profit  objectives  which 
are  adequate  to  provide  a contractor  his  opportunity  costs. 
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Profit  models.  Historically,  Government  contract- 
ing officers  awarded  profit  on  precedence  (the  first  model) 
since  there  was  no  standard  other  than  past  procurements  for 
similar  items  (4»l6).  The  Armed  Services  Procurement  Act  of 
19^7  set  specific  policies  and  procedures  for  procurement  by 
providing  detailed  guidance  on  formal  advertising,  negotia- 
tion and  contract  type.  However,  little  guidance  was  given 
on  the  determination  of  profit  objectives  other  than  overall 
percentage  limitations  on  profit  by  type  of  contract  (17«9). 
Ensuing  events  required  a change  in  the  Government’s  model 
of  profit  by  precedence. 

During  the  1950's  our  national  threat  assessment 
determined  by  the  DoD  called  for  the  immediate  development 
and  deployment  of  a network  of  Intercontinental  Ballistic 
Missile  (ICBM)  systems.  The  required  time  compression  for 
these  systems  acquisitions  necessitated  multiple  tiers  of 
subcontracting.  The  subcontractor  profits  were  quite  high, 
which  led  to  Senate  subcommittee  inquiries  into  profit 
pyramiding  (8«4). 

During  the  same  time  frame,  Robert  S.  McNamara  (then 
Secretary  of  Defense)  acted  as  the  driving  force  toward  de- 
velopment of  a profit  standard  that  would  produce  normal 
profits  at  a level  high  enough  to  attract  and  commit  a sub- 
stantial industrial  base  to  the  defense  market  (8»4).  The 
requirement  was  to  develop  a profit  analysis  paradigm  which 
promoted  the  DoD  profit  policy  ofi 


1.  Rewarding  contractors  who  take  on  the  more 
difficult  tasks  that  require  higher  skills, 

2.  Motivating  contractors  to  accept  greater  cost 
responsibilities  with  real  differences  in  profit  levels 
among  the  different  contract  types  and  cost  risk  situa- 
tions, 

3.  Motivating  contractors  to  achieve  and  sustain  a 
high  level  of  performance,  and 

4.  Encouraging  use  of  non-Governmental  resources 

(26 « 12-2). 

As  a result,  DoD  tasked  the  LMI  to  develop  a method 
of  determining  a contractor's  profit  objectives  (4il).  The 
LMI  studies  resulted  in  the  Weighted  Guidelines  (WGL)  method 
for  determining  contractor's  profit  objectives  in  negotiated 
procurements  (25:129). 

The  WGL  method  of  determining  profit  is  the  second 
Government  model  and  is  notable  in  that  it  gives  a standard 
method  to  arrive  at  a profit  objective.  To  be  effective  it 
requires  judgment  by  the  contracting  officer  in  assigning 
the  weights  to  each  category.  A more  detailed  examination 
of  the  WGL  factors  provides  the  basis  for  a better  under- 
standing of  the  method  and  its  application  to  determine  the 
profit  objective. 

First,  the  contractor's  input  to  total  performance 
encompasses  the  material  and  labor  skills  which  the  contrac- 
tor proposes  to  provide  to  accomplish  the  effort  (26:12-5). 
In  effect,  if  the  contractor  contributes  most  or  all  of  this 
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input  rather  than  subcontracting  a major  portion,  then  his 
share  of  the  project  risk  is  much  greater,  and  consequently 
he  should  be  rewarded.  Of  course,  in  subcontracting  the 
Government’s  concern  is  pyramiding  of  excessive  profits. 

It  is  also  logical  that  the  prime  contractor  must  be  evalu- 
ated on  his  level  of  effort  in  providing  technical  or  ad- 
ministrative assistance  to  the  subcontractors  (26«12-5). 

It  appears  that  greater  direct  effort  (hence  cost)  expended 
by  the  prime  contractor  results  in  greater  weighting  to  the 
contractor's  input  to  total  performance.  This  is  not 
"blasphemy"  since  the  Government  cost  analysis  procedure 
should  eliminate  any  reward  for  contractor  inefficiency 
( 26 » 12-6 ) . 

Second,  contract  cost  risk  determines  the  weighting 
for  the  amount  of  cost  risk  the  contractor  is  willing  to 
assume.  There  are  several  aspects  of  this  factort 

1.  The  reliability  of  the  cost  estimate  as  it  re- 
lates to  the  assumed  task  (27«2j147), 

2.  The  responsibility  for  cost  overruns,  and 

3.  The  risk  of  a cost  overrun  ( 26 « 12-13). 

This  responsibility  is  determined  by  the  type  of  contract 
and  the  share  ratio  of  cost  and  profit  ( 26 1 12-13).  The  DoD 
policy  is  to  shift  contract  cost  risk  as  much  as  possible 
to  the  contractor  with  appropriate  rewards  for  the  amount 
of  risk  assumed  (27131I50). 

Third,  the  record  of  contract  performance  is  the 


contractor's  "track  record" — how  well  he  has  performed  on 
past  contracts.  The  purpose  of  this  weighting  factor  is  to 


reward  the  contractor  for  overall  outstanding  performance 
(positive  percentage)  and  penalize  him  for  overall  poor  per- 
formance (negative  percentage)  (26»3«150). 

Fourth,  selected  factors  which  include: 

1.  The  source  of  resources  mainly  involving  Govern- 
ment or  contractor  facilities  and  equipment  (26:12-1?)  (ex- 
cept special  tooling  and  special  test  equipment), 

2.  Special  achievement  that  may  be  required  by  the 
contract,  and 

3.  Other  (which  is  a "catch  all"  when  not  using 
factors  one  or  two  of  this  paragraph)  ( 27: 3: 151-152 ) . 

The  objective  of  the  source  of  resources  category  is  to 
penalize  the  contractor  for  reliance  on  Government  facili- 
ties and  resources.  Special  achievement  relates  to  some 
extraordinary  accomplishment  or  remarkable  breakthrough 
(26:12-17). 

Last,  special  profit  consideration  rewards  a con- 
tractor who  develops  military  items  without  Government 
assistance  or  develops  foreign  markets  for  military  items 
(270*152).  Of  course,  this  factor  is  weighted  only  if  it 
meets  either  one  or  both  of  the  above  conditions  and  is  of 
direct  benefit  and  need  to  the  Government. 

A significant  change  to  the  WGL  method  is  the  Con- 
tractor Capital  Employed  Policy  which  is  the  DoD's  method  to 
determine  profit  objectives  by  return  on  investment  (ROI) 
(28:8).  This  third  profit  model  does  not  replace  the  WGL 
method  but  rather  complements  it  by  rewarding  a contractor 
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for  invested  capital  on  DoD  contracts  (28:9).  This  ROI 
method,  instituted  on  a trial  bases  in  the  early  1970's,  is 
an  optional  approach  in  conjunction  with  WGL  (28:8).  The 
intent  is  to  increase  the  emphasis  on  the  amount  and  allo- 
cation of  contractor  invested  capital,  produce  efficiency 
and  reduce  cost  (501-32).  The  main  objective  of  contractor 
capital  employed  is 

...  to  correct  inequities  and  disincentives 
that  occur  where  a weighted  guidelines  profit  objec- 
tive based  solely  on  cost  is  used  in  negotiating 
contracts  for  which  the  ratio  of  required  contractor 
investment  to  contract  cost  varies  over  a wide  range 
[28.9]- 

The  Contractor  Capital  Employed  Policy  is  applicable 
to  contracts  which  meet  the  following  requirements: 

1.  WGL  method  is  applicable, 

2.  Contract  purpose  is  production  of  hardware, 

3.  Proposed  engineering  costs  are  25  percent  or 
less  of  the  total  proposed  in-house  costs,  and 

4.  The  total  cost  of  the  contract  is  $3  million  or 
more  (28:9)* 

This  ROI  portion  of  the  profit  objective  is  used  in  place  of 
the  last  two  categories  of  WGL,  i.e.,  selected  factors  and 
special  profit  consideration  and  is  derived  through  an  ex- 
tensive set  of  criteria  to  determine  the  amount  of  capital  a 
contractor  will  use  to  perform  on  a proposed  contract  (28:9- 
18).  Essentially,  the  WGL  method  is  used  to  compute  a pro- 
fit objective,  which  is  divided  by  two,  and  the  result  added 
to  the  ROI  method  computations  to  determine  the  total  profit 
objective  ( 5 * 31 ) • No  extensive  explanation  will  be  made  of 
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the  intricacies  of  this  method  since  a literature  review  has 


not  uncovered  acceptance  of  this  method  by  the  defense 
industry.  A prominent  pricing  manager  of  a very  large  aero- 
space firm  criticizes  the  DoD  when  it  formulates  the  Con- 
tractor Capital  Employed  Policy  as  a 

. . . concept  of  additional  fee  percentage  for 
invested  capital  within  the  Weighted  Guidelines,  I 
can  say  in  absolute  candor  that  90  percent  of  the 
Procurement  Agencies,  Procurement  Officers,  and 
their  industrial  counterparts  find  Weighted  Guide- 
lines Techniques  questionable  and  manipulative,  and 
many  just  don't  believe  in  the  concept.  Therefore, 
refinements  to  these  questionable  techniques  can  be 
likened  to  putting  new  taillights  on  an  Edsel  [9:65]. 

This  is  but  one  criticism  of  the  present  Government  profit 

objective  models. 


Previous  Research  Critique 

Numerous  studies  have  evaluated  the  deficiencies  of 
WGL.  An  LMI  study  conducted  in  1967  (20:66)  concluded  that 
some  inequities  existed  in  the  WGL  approach  to  profit  objec- 
tives. In  particular,  the  established  DoD  method  (WGL)  for 
constructing  profit  objectives  did  not  give  adequate  con- 
sideration to  differences  in  contractors'  investment  oppor- 
tunities or  changes  in  investment  requirements  over  a period 
of  time.  In  the  sample  reviewed,  nearly  equal  profit  rates 
were  applied  to  costs  of  all  contractors  even  though  there 
was  wide  disparity  among  their  capite-i.  turnover  rates. 

In  1967  another  study  by  LMI  (19«5~l)  recommended 
that  a new  Government  model  was  required  which  would  include: 


1.  labor,  material  and  overhead, 


2.  the  net  book  value  of  facilities,  and 

3.  operating  capital. 

A separation  between  plant  and  facilities  was  suggested 
because  the  risk  factor  in  plant  facilities  investment  was 
higher  than  in  the  normal  inventory  and  receivables  invest- 
ment ( 19  * 5 —1 ) • 

The  1969  and  1970  LMI  profit  studies  (21: 21; 22»17) 
concluded  that  the  method  used  by  DoD  for  determining  profit 
objectives  contained  inequities.  The  1971  General  Account- 
ing Office  (GAO)  report  (29:53-55)*  after  reviewing  and  com- 
paring defense  contractor  profits,  also  concluded  that  the 
existing  system  of  developing  profit  objectives  created 
inequities.  The  main  reason  was  again  the  lack  of  consider- 
ation given  to  the  amount  of  capital  investment  required 
from  a contractor  for  contract  performance. 

A recent  DoD  thesis  effort  from  the  Naval  Post- 
graduate School  concluded  that  profit  was  positively  cor- 
related with  cost  (1:60).  Therefore,  to  maximize  totrl  pro- 
fit in  the  long  run,  a prudent  contractor  would  maintain  a 
large  cost  base  in  Government  contracting  (1:63).  The  study 
revealed  that  contractors  recognized  any  investment  to  reduce 
total  cost  tended  to  reduce  profit  (1:64).  Ames,  Coady  and 
Maxon  further  characterized  WGL  as  having  a negative  marginal 
revenue  product  and  stated  no  rational  businessman  would  in- 
crease investment  to  reduce  cost  if  the  net  result  was  a 
lower  level  of  profit  (1:64). 

Bell  and  Garr  drew  the  following  conclusions  about 
the  motivational  effects  of  WGL: 
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Weighted  guidelines  have  not  motivated  con- 
tractors to  employ  more  of  their  facilities  and 
financing  rather  than  relying  on  the  Government  to 
furnish  new  facilities  and  increase  financing. 

The  motivational  aspects  of  weighted  guidelines 
are  limited  due  to  the  widespread  belief  on  the 
part  of  the  Air  Force's  major  contractors  that 
weighted  guidelines  are  not  being  properly  used,  or 
are  being  used  to  justify  a historical  or  predeter- 
mined profit  rate. 

A misunderstanding  of  the  function  of  profit 
. . . has  severely  limited  the  successful  applica- 
tion of  weighted  guidelines. 

The  profit  provided  under  the  Selected  Factors 
of  weighted  guidelines  is  unrealistic,  and  provides 
no  motivation  for  contractors  to  invest  capital 
funds  in  facilities  or  use  their  own  funds  for 
financing  [4*95]. 

Another  critical  analysis  of  WGL  concluded  in  part 

that* 

The  evaluation  of  risk  under  the  weighted 
guidelines  method  is  an  exclusive  interpretation, 
limited  to  cost  risk  only,  which  ignores  the  other 
types  of  risk  inherent  in  a normal  business  situa- 
tion. 

The  weighted  guidelines  method  is  a cost- 
oriented  profit  concept. 

Under  the  selected  factors  section  of  the 
weighted  guidelines  method,  source  of  resources  is 
to  be  evaluated.  However,  this  is  a negative 
assessment  for  reliance  on  Government  assistance 
rather  than  a positive  reward  for  the  contractor's 
contribution  of  resources. 

The  weighted  guidelines  method  gives  no  con- 
sideration to  the  return  on  investment  concept  of 
profit  determination. 

Return  on  investment  criteria  of  profitability 
are  regarded  as  important  determinants  of  internal 
corporate  financial  decisions. 

Return. on  investment  is  concerned  with  the 
profitability  of  assets  to  the  stockholders,  its 
interest  in  individual  contract  costs  is  secondary 
[8*85-86]. 


* 
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Benefield  recognized  the  shortcomings  of  WGL  and 
stated  that  it  represented* 

. . . the  first  halting  step  in  the  direction 
of  considering  contractor  investment  when  deter- 
mining profit.  The  token  emphasis  placed  on  the 
contractors'  investment  in  the  weighted  guidelines 
has  proven  to  be  a very  ineffective  method  of 
recognizing  capital  [5* 26]. 

A RAND  report  on  the  impact  of  WGL  on  profits  criti 
cized  WGL  and  listed  three  drawbacks* 

1.  Subjective  ratings  by  the  contracting  officer 
for  target  fees, 

2.  Fees  based  on  cost,  and 

3.  No  explicit  positive  incentive  for  capital 
investment  (15*12). 

WGL  did  not  consider  other  factors  such  as  Federal  income 
taxes  on  profit  (27*15*^2),  interest  payments  for  borrowed 
capital  (27*15*26)  and  bad  debts  as  related  to  the  defense 
effort  (27*15*26). 

Numerous  criticisms  of  the  present  Government  pro- 
fit models  has  led  to  the  initiation  of  a study  under  the 
direction  of  Brigadier  General  J.  W.  Stansberry,  USAF,  OASD 
(I&L).  This  study,  "Profit  76,"  will  try  to  determine 
contractors’  profitability  in  defense  and  nondefense  busi- 
ness.  Analysis  of  DD  Form  1^99  data  collected  for  this 
study  revealed  several  interesting  facts.  In  a regression 
analysis  with  profit  as  the  dependent  variable  and  the 
factors  of  W3L — i.e.,  cost  input  to  total  performance 
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eport  of  Individual  Contract  Profit  Plan. 
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(CITP),  cost  risk,  performance,  selected  factors  and  special 
factors — as  the  independent  variables,  CITP  explained  77 
percent  of  the  variation  in  profits.  A further  analysis 
discovered  that  addition  of  any  one  or  all  of  the  other 
factors  did  not  improve  the  explanatory  power  of  the  model. 
One  could  infer  from  this  information  that  profit  is  indeed 
dependent  on  contract  sales.  Other  results  showed  that  (1) 
type  of  contract  had  no  effect  in  explaining  profit,  (2) 

CITP  was  negatively  correlated  with  cost  risk,  performance, 
special  profit  and  (3)  the  percent  of  time  that  the  factors 
"past  performance,"  "selected  factors,"  "specie*!  profit" 
were  used  was  7 4 percent,  59  percent  and  13  percent  respec- 
tively (7).  These  results  tend  to  confirm,  once  again,  the 
previously  documented  deficiencies  of  the  WGL  profit  model. 

The  "Profit  76"  study  will  give  specific  attention 
to  the  relationships  of  earnings  to  capital  investment 
(24:41).  The  goal  of  the  study  is  to  develop  a profit  model 
which  induces  contractors  to  invest  in  assets  which  increase 
efficiency  and  productivity  and  lower  costs  (24:42).  In 
view  of  the  present  rapidly  changing  economy,  the  Govern- 
ment's current  profit  objective  model  cannot  cope  with  this 
dynamic  environment. 

Justification 

The  importance  of  profits  in  defense  contracting 
centers  on  the  negotiated  type  of  contract.  In  defense 
procurement  there  are  two  possible  ways  in  which  profit 
objectives  are  determined.  First,  in  formally  advertised 


contracts  the  price  is  set  by  the  market.  The  price  so 
established  includes  an  allowance  for  profit.  This  allow- 
ance is  seldom  investigated,  because  the  theory  of  our 
economic  system  indicates  that  in  a competitive  supplier 
market,  when  the  individual  firms  and  the  industry  are  in 
long-run  equilibrium,  production  takes  place  at  minimum 
cost.  The  firms  earn  no  pure  economic  profits;  they  re- 
ceive full  costs  and  nothing  more  (which  includes  a normal 
return  on  the  factors  of  production)  (30»301).  The  alter- 
nate method  used  to  establish  profit  objectives  is  negotia- 
tion and  application  of  the  WGL  model  (2?«3«l43). 

Contracts  are  negotiated  because  one  or  several  fac- 
tors involved  in  the  purchase  do  not  fit  the  competitive 
market  model.  In  defense  contracting  this  may  be  a result 
of  complex,  highly  technical  requirements  which  only  a few 
producers  sire  capable  of  accomplishing.  Also,  the  size  of 
Government  purchases  are  such  that  only  a few  companies  may 
have  the  physical  resources  to  attempt  the  requirement. 
Another  competitive  restricting  factor  in  large  dollar  re- 
search and  development  contracts  is  the  vagueness  of  the 
initial  specifications.  The  above  mentioned  factors  have 
led  to  a large  proportion  of  the  defense  procurement  budget 


being  spent  on  negotiated  contracts. 

Only  10.3  percent  of  fiscal  year  1972  DoD  pro- 
curements were  made  by  formal  advertising — leaving 
some  [$]  32.1  billions  to  be  obtained  through  ne- 
gotiations [3«112]. 

These  negotiated  contracts,  therefore,  represent  purchases 
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made  in  am  imperfect  market  structure. 

r 


In  the  study  of  profits  in  this  imperfect  market 
structure,  the  concern  is  often  centered  on  the  social 
appropriateness  of  earnings.  This  normative  concept  of 
profit  evaluation  requires  that  profits  he  adjusted  for 
comparability  in  all  relevant  dimensions  and  some  norm  be 
defined  as  the  reference  point.  Establishing  a universally 
acceptable  norm  is  a difficult  if  not  impossible  task. 
Socially  appropriate  profits  must  also  be  adequate  or  the 
contractor  will  not  be  interested  in  doing  business.  There- 
fore the  norm  selected  must  provide  adequate  profits  while 
still  meeting  the  social  goals. 

In  contrast  to  the  normative  evaluation,  profits 
are  frequently  investigated  from  the  standpoint  of  profit 
comparability.  This  concept  requires  that  profits  be  ad- 
justed for  inter-firm  or  inter- industry  differences  so  that 
the  adjusted  profit  rates  reflect  equal  conditions  with 
respect  to  one  dimension  of  profit  (e.g.,  sales,  ROI) 

(12«  ?)• 

In  the  literature  reviewed,  no  attempt  has  been  made 
to  identify  all  the  relevant  determinants  of  profit  and  ex- 
plain their  interrelationships.  The  proposed  research  en- 
visions such  a comprehensive  analysis.  The  background 
search  into  aerospace  profits  clearly  shows  the  need  for  a 
new  Government  profit  objective  model. 

Scope 

The  analysis  and  development  of  a profit  model  in 
the  proposed  research  effort  will  be  limited  to  DoD 
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applications.  Data  collection  and  analysis  of  contractual 
data  will  be  limited  to  Air  Force  negotiated  procurements. 
Specific  model  development  and  procurement  analysis  will  be 
limited  to  research  and  development  and  systems  procure- 
ments. 

Objectives 

The  primary  objective  of  the  proposed  research  is  to 
identify  the  primary  factors  affecting  profit.  Once  these 
factors  have  been  identified,  a secondary  objective  is  to 
develop  a practical  model  incorporating  those  factors  which 
lend  themselves  to  quantitative  evaluation  and  analysis. 

Research  Questions 

1.  What  are  the  primary  factors  which  affect  the 
profit  of  defense  contractors? 

2.  If  these  factors  can  be  identified,  can  a new 
profit  objective  model  be  developed? 
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Chapter  2 


RESEARCH  METHODOLOGY 


Overview 

In  order  to  answer  the  two  research  questions  pre- 
sented in  Chapter  1,  a methodology  was  developed  to  logi- 
cally and  rationally  provide  the  foundation  of  this  research 
effort.  After  a determination  of  the  population  of  interest 
a sampling  plan  was  developed  to  provide  sources  in  which 
the  data  was  collected.  The  data  collection  model  was 
chosen  to  be  a semantic  differential  content  analysis  model 
specifically  designed  for  this  research  effort.  A pilot 
study  was  conducted  to  validate  the  content  analysis  model 
and  provide  input  in  determining  reasonable  decision  rules 
for  the  criteria  test.  Therefore,  the  first  task  was  to 
develop  a sample  from  the  universe  of  profits  and  the  popu- 
lation of  interest. 

Assumptions 

1.  Adequate  data  exists  to  determine  the  primary 
factors  of  profit. 

2.  The  relevant  market  of  this  research  is  noncom- 
petitive. 

3*  The  primary  factors  affecting  profit  have  not 
changed  significantly  over  the  last  15  years. 
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4.  The  demand  curve  for  the  relevant  market  of  this 
research  is  highly  inelastic. 

5.  Some  primary  factors  affecting  profit  may  not 

he  measurably  consistent  with  the  new  profit  objective  model 
development  requirements. 

6.  All  defense  contractors  are  entitled  to  adequate 

profits. 

Universe 

The  universe  is  composed  of  all  profits  from  the 
defense  and  nondefense  industries  both  foreign  and  domestic. 
As  with  most  subject  areas  the  universe  is  enormous;  there- 
fore, there  must  be  a method  to  narrow  this  broad  subject  to 
a manageable  sample  from  which  the  primary  factors  of  defense 
contractors'  profit  may  be  derived.  Figure  1 on  page  23 
provides  the  logical  progression  to  this  sample. 

Population 

Of  the  universe  of  profits  there  are  several  dis- 
tinct populations  of  DoD  profits.  Two  such  populations  are 
profits  resulting  from  formally  advertised  and  negotiated 
procurements.  The  profit  population  of  formally  advertised 
procurements  is  not  of  concern.^  Therefore,  the  popula- 
tion of  interest  in  this  study  is  profit  determined  by 
negotiation  between  commercial  firms  and  the  DoD.  Since  a 
census  of  this  population  is  considered  impracticable  due 

1See  page  1?. 
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Figure  1.  Sample  Determination 

to  the  vast  amount  and  nonavailability  of  literature,  the 
population  was  sampled. 

I 
1 

Sample  and  Sampling  Plan 

The  data  was  selected  from  a sample  of  convenience 
from  literature  listed  under  "Profits"  and  recommended 
associated  key  words  from  the  Business  Periodicals  Index, 
the  Reader's  Guide  to  Periodical  Literature,  the  Air  Univer 
sity  Periodical  Index,  the  Defense  Documentation  Center 
(DDC),  and  the  Defense  Logistics  Studies  Information  Ex- 
change (DLSIE)  for  the  period  of  January  1958  through  Decern' 
ber  1975*  This  time  period  as  revealed  in  the  literature 
review  was  the  best  indicator  of  determining  factors  which 
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influence  profit.  The  sample  was  not  statistically  repre- 
sentative or  unbiased  due  to  the  fewer  number  of  commer- 
cially published  data  sources  on  DoD  profits.  Therefore,  a 
concerted  effort  was  made  to  reduce  bias  by  equally  repre- 
senting commercial  and  Government  data  sources.  A total 
sample  of  60  data  sources  (articles,  theses,  technical 
reports,  books,  etc.)  were  selected  as  shown  by  the  sampling 
plan  in  Appendix  E. 

Review  of  the  literature  presented  a natural  divi- 
sion of  Government  profit  policy  into  three  time  segments 
of  pre-WGL  (1958  through  1962),  early  WGL  (1963  through 
1969)  and  present  profit  policies  including  WGL  (1970  through 
1975)*  An  investigation  of  the  commercial  periodical  guides 
and  Government  bibliographies  indicated  that  less  than  100 
data  sources  were  available  for  each  category  (commercial 
and  Government)  in  each  time  period  of  the  sampling  plan. 

In  the  pre-WGL  time  period  only  three  Government  sources  were 
discovered  and  therefore  the  sample  of  commercial  articles 
was  limited  to  three  (the  data  sources  are  shown  in  Appendix 
F).  The  data  was  collected  by  use  of  content  analysis  as 
described  below. 


Data  Collection  Plan 

The  methodology  selected  for  determining  the  rele- 

* 

vant  factors  of  profit  was  content  analysis.  Content 
analysis  was  first  used  as  a technique  for  analyzing  and 
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See  page  5* 


quantifying  communication  material  such  as  newspapers,  maga- 
zines and  radio  broadcasts  (13*646).  In  recent  years  it  has 
gained  increasing  popularity  as  a method  of  analysis  in  a 
wide  variety  of  behavioral  settings.  In  the  proposed  re- 
search background  review,  many  articles  and  commentaries 
described  the  deficiencies  of  the  WGL  profit  model.  Much  of 
this  data  included  suggestions  and  recommendations  of  the 
proper  factors  for  inclusion  in  a Government  profit  model, 
but  the  variation  of  relative  importance  and  the  method  of 
using  those  factors  was  undetermined.  The  method  of  content 
analysis  has  provided  the  technique  for  grouping,  summariz- 
ing and  weighting  of  the  factors. 

The  first  step  in  using  content  analysis  was  to  re- 
solve the  specific  analytic  approach  to  the  data.  A choice 
was  made  between  the  manifest  and  latent  level  approaches. 

In  the  manifest  level  approach  the  datum  is  analyzed  for 
what  is  says  without  reading  anything  into  or  assuming  any- 
thing about  it.  In  the  latent  level  approach  attempts  are 
made  to  go  beyond  what  is  said  and  make  inferences  about 
underlying  motivations  or  implied  meanings.  There  was  evi- 
dence to  indicate  that  content  analysis  at  the  manifest  level 
can  be  accomplished  reliably  and  validly,  but  not  at  the 
latent  level  (15*647-8).  This  research  used  the  manifest 
level  approach  to  content  analysis.  The  next  important  de- 
cision involved  allows  the  researcher  to  move  onto  the 
definition  and  analysis  of  the  individual  units  of  content 
analysis. 
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The  next  step  in  developing  the  content  analysis 
plan  is  to  establish  definitions  for  the  recording  unit  and 
the  context  unit.  The  recording  unit  is  the  smallest  body 
of  content  in  which  a specific  reference  characteristic  is 
counted  (the  occurrence  of  a single  content  element).  The 
context  unit  is  the  largest  content  unit  examined  in 
characterizing  a recording  unit  (6:135).  The  recording  unit 
can  be  a word,  phrase,  sentence,  paragraph,  article  or  book. 
This  research  uses  the  phrase  as  the  recording  unit  and  the 
sentence  as  the  context  unit.  The  phrase  that  is  measured 
links  some  factor  or  attribute  to  profit.  The  sentence  is 
analyzed  to  determine  the  relationship  of  the  factor  or 
attribute  to  profit.  With  the  data  approach  level  estab- 
lished and  the  recording  and  context  units  determined,  the 
next  and  most  important  step  is  to  develop  the  code. 

The  key  to  success  or  failure  in  using  the  content 
analysis  technique  is  establishing  a set  of  categories  and 
the  method  of  coding.  There  are  no  specific  rules  for 
selecting  the  categories  to  be  used,  but  there  should  be  a 
clear  rationale  for  each  facet  of  the  code.  In  classifying 
the  relevant  categories,  this  research  used  the  broader 
semantic  content  analysis  coding  technique.  In  addition  to 
reliability  and  validity,  the  categories  and  code  estab- 
lished should  have  the  attributes  of  homogeneity,  inclusive- 
ness, usefulness  and  mutual  exclusiveness  (13:675).  The 
categories  and  code  developed  for  this  research  are  dis- 
cussed later  in  relation  to  the  above  referenced  attributes. 
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The  code  established  involved  one  digit  to  record  the  rela- 
tive strength  of  relationships  between  the  specific  cate- 
gories and  profit,  one  digit  to  record  the  direction  of 
strength  (positive'  or  negative),  one  digit  to  identify  major 
categories,  and  two  digits  to  record  specific  subcategories. 
The  coding  plan  and  categories  established  for  this  research 
are  shown  below. 


CODE  FOR  SEMANTIC  CONTENT  OF  PROFIT  FACTORS 

FIRST  DIGIT  = Strength  of  statement  relating  f actor/attri- 
bute to  profit 

1 = no  strength 

2 = weak 

3 = strong 


= valence  of  strength 

+ for  increase  in  profit 
- for  decrease  in  profit 
0 for  ambiguous 

FOURTH  AND  FIFTH  DIGITS 
Specifics 

00  no  specifics 

01  engineering 

02  manufacturing 

03  management 

04  overhead 

05  technical  skills 

06  output/man 

07  other 

00  no  specifics 

01  (juick  assets 

02  inventory  . 

03  fixed  assets 

04  debt  capital  j 


SECOND  DIGIT 


THIRD  DIGIT 
Area 

(1)  LABOR 


(2)  CAPITAL 
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THIRD  DIGIT 
Area 

(2)  ■CAPITAL  (Continued) 

(3)  SUBCONTRACTS 

(4)  RISK 

(5)  GOVERNMENT  SUPPORT 

(6)  SPECIAL  FACTORS 


(?)  MISCELLANEOUS 


FOURTH  AND  FIFTH  DIGITS 
Specifics 

05  equity  capital 

06  return  on  capital 
invested  (ROI) 

07  operating  capital 

08  net  book  value 

09  total  capital  turnover 

10  other  assets 

11  other 

00  no  specifics 

01  unique  item/component 

02  standard  item 

00  no  specifics 

01  fixed-price-type 
contracts 

02  cost-type  contracts 

03  type  of  contract 
(general) 

04  inventory 

05  technological 

06  financial 

07  other 

00  no  specifics 

01  facilities 

02  GFP 

03  financial 

04  other 

01  taxes 

02  costs  (including  over- 
run and  underrun) 

03  capital/man 

04  renegotiation 

05  quality 

06  performance 

07  type  of  contract 

08  overhead  (general) 

09  volume  of  production 
or  sales 

10  legal  and  contractual 
constraints 

11  interest  payments 


Definitions  and  rationale  for  coding  scheme. 


The 


first  digit  recorded  the  strength  of  the  statement  relating 
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the  fact or/at tribute  to  profit.  It  was  an  a priori  assump- 
tion that  not  all  factors/attributes  affect  profit  equally. 
The  use  of  this  code  allowed  measurement  on  a scale  of  the 
relative  importance  of  the  factor/attribute  in  the  statement 
being  analyzed.  This  digit  plus  the  valence  described  below 
established  a positive  or  negative  weighting  on  any  particu- 
lar attribute.  This  weighting  allowed  algebraic  summation 
and  consequently  established  an  ordinal  ranking  of  the  cate- 
gories. The  categories  of  coding  within  this  first  digit 
were  ranked  from  one  to  three  in  ascending  order  of 
strength.  What  differentiated  a strong  from  a weak  rela- 
tionship was,  of  course,  subject  to  the  judgment  and  percep- 
tion of  the  coder,  but  in  general  strong  coding  was  derived 
from  statements  containing  adjectives  and  phrases  such  as 
strong,  very  important,  critical  and  others  showing  a strong 
relationship  (see  Appendix  B).  Weak  relationships  were 
characterized  by  words  and  phrases  such  as  should,  could, 
positive  relationship  and  others  as  evidenced  by  the  unit  of 
context  (see  Appendix  C). 

The  second  digit  measured  the  valence  of  the 
strength  identified  in  digit  one.  The  second  digit  has 
three  possible  codes:  +,  0.  The  "+"  sign  was  used  to 

denote  a positive  relationship,  i.e.,  an  increase  in  profit. 
The  sign  was  used  to  denote  a negative  relationship, 
i.e.,  a decrease  in  profit.  The  "0”  was  used  when  neither 
the  "+"  nor  the  sign  was  used.  The  valence  of  the 
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factors  was  summarized  to  establish  which  factors/attributes 


increased  profits  or  decreased  profits. 

The  third,  fourth  and  fifth  digits  were  used  to 
identify  the  area  categories  and  their  specific  subcate- 
gories. The  rationale  for  establishing  these  particular 
area  categories  listed  are  homogeneous,  inclusive,  useful 
and  mutually  exclusive.  The  area  categories  were  all  re- 
lated to  one  another  as  various  attributes  which  affect 
profit.  The  area  categories  were  broad  enough  to  cover 
several  subcategories  but  not  so  broad  that  significant 
relationships  were  hidden.  A ”00"  in  the  fourth  and  fifth 
digits  was  used  if  the  observation  had  no  specific  subcate- 
gory. The  inclusiveness  attribute  of  the  area  categories 
was  not  degraded  by  the  inclusion  of  "miscellaneous."  This 
area  category  was  expected  to  contain  very  few  observations, 
but  under  no  circumstances  was  it  allowed  to  contain  more 
than  five  percent  of  the  total  number  of  observations.  At 
the  completion  of  coding  this  category  was  reevaluated  in 
an  attempt  to  extract  some  of  the  observations  for  place- 
ment into  other  or  new  categories  which  provided  more  infor- 
mation. If  the  content  analysis  substantiated  the  validity 
of  the  categories,  they  were  considered  in  establishing 
the  new  model.  The  area  and  specific  subcategories  are 
now  analyzed  in  more  detail. 

First,  the  labor  category  is  defined  as  all  labor 
employed  by  a contractor  excluding  labor  secured  under  a 
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subcontract.  The  following  subcategories  are  described  as 
follows* 

01.  Engineering — was  coded  whenever  the  word  "pro- 
fit" was  directly  linked  with  the  word  "engineering"  (in 
terms  of  specific  types,  i.e.,  electrical  engineers,  mechan- 
ical engineers,  etc.). 

02.  Manufacturing — was  coded  whenever  the  labor 
reference  was  clearly  associated  with  physically  performing 
the  work  or  service.  This  subcategory  did  not  include 
engineering,  management  or  overhead  labor. 

03.  Management — was  coded  whenever  management  per- 
sonnel were  referenced  as  affecting  profit. 

04.  Overhead — was  coded  to  include  all  staff  per- 
sonnel and  other  support  personnel  involved  in  the  daily 
operation  of  the  business. 

05.  Technical  skills — was  coded  when  a reference 
was  made  to  technically  skilled  labor  that  did  not  fit  cate- 
gories 01  or  02  above. 

06.  Output/taan — was  coded  when  a reference  was  made 
to  the  productive  capabilities  of  manpower  or  the  amount  of 
product  produced  by  a worker. 

07.  Other — was  coded  when  one  of  the  above  defined 
subcategories  did  not  apply. 

The  second  area  category  is  that  of  "capital."  For 
the  purpose  of  this  analysis  capital  is  defined  as  all 
assets,  liabilities  and  equities.  The  individual  subcate- 
gories are  described  as  follows: 


^ h'  if  1 run*  urt 
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01.  Quick  assets — was  coded  when  reference  was 
made  to  cash,  temporary  investments  held  in  lieu  of  cash 
and  current  accounts  and  notes  receivable. 

02.  Inventory — was  coded  when  reference  was  made  to 
those  items  of  tangible  personal  property  which  (a)  were 
held  for  sale,  (b)  were  in  process  of  production  for  sales 
or  (c)  were  to  be  consumed  in  the  production  of  goods  and 
services. 

03*  Fixed  assets — was  coded  when  reference  was  made 
to  land,  building,  equipment  and  depreciation  on  these 
assets. 

04.  Debt  capital — was  coded  when  reference  was  made, 
to  all  liabilities  (current  and  long  term). 

05.  Equity  capital--was  coded  when  reference  was 
made  to  capital  received  from  stockholders. 

06.  Return  on  capital  invested  (ROI) — was  coded 
when  reference  was  made  to  any  form  of  invested  capital. 

07.  Operating  capital — was  coded  when  reference  was 
made  to  the  balance  of  current  assets  less  current  liabili- 
ties (working  capital  included). 

08.  Net  book  value — was  coded  when  reference  was 
made  to  the  net  book  value  of  the  company.  Reference  to 
net  book  value  of  plant  and  equipment,  however,  were  coded 
under  03  above. 

09.  Total  capital  turnover — was  coded  when  reference 
was  made  to  the  capital  turnover  rate  as  an  attribute  affect- 
ing profit. 


10.  Other  assets — was  coded  when  reference  was  made 
to  assets  not  already  described. 

11.  Other — was  coded  when  reference  was  made  to 
capital  that  did  not  fit  into  subcategories  01  through  10 
above. 

The  third  area  category  was  that  of  "subcontracts" 
and  was  defined  as  any  agreement  or  contract  to  produce  an 
item  or  provide  a service  required  on  a Government  prime  con 
tract.  The  literature  review  indicated  that  subcontracts 
played  a major  role  in  most  negotiated  systems  procurements. 
This  category  was  established  to  test  the  relationship  sub- 
contracts might  have  on  profit.  Since  most  subcontracts  are 
firm-fixed-price  with  the  prime  contractor  and  are  subse- 
quently elements  of  reimbursable  costs  between  the  prime  and 
the  Government,  little  subcontract  cost  risk  is  experienced 
by  the  prime.  However,  from  the  standpoint  of  quality, 
performance  and  delivery  requirements,  the  subcontractor 
could  seriously  affect  the  prime’s  profit  structure.  The 
subcategories  were  established  as  follows « 

01.  Unique  item/component  subcontract — was  defined 
as  any  contract  or  agreement  with  a Government  prime  contrac 
tor  to  (a)  perform  work  requiring  a unique  ability  or  (b) 
produce  an  item  that  was  nonstandard  and  no  available  sub- 
stitute existed. 

02.  Standard  item  subcontract — was  defined  as  any 
contract  or  agreement  with  a Government  prime  contractor  to 
provide  a standard  item  or  common  service. 
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The  fourth  area  category  "risk"  was  defined  as  the 
making  of  decisions  in  the  face  of  uncertainty  on  the  basis 
of  probabilistic  expectations  about  the  outcomes  of  future 
events.  Again,  this  subject  has  appeared  in  much  of  the 
literature.  In  Government  contracting  this  attribute  is 
considered  as  a profit  factor  strictly  in  relation  with  the 
type  of  contract  used.  Therefore,  the  first  three  subcate- 
gories addressed  the  most  frequently  used  type  of  contracts. 
In  addition  to  type  of  contract,  three  other  subcategories 
were  considered— inventory , technological  and  financial. 

The  specific  definition  and  explanation  of  the  subcategories 
are  as  follows: 

01.  Fixed-price-type  contracts — were  coded  whenever 
the  term  "risk,"  fixed-price  contract  and  profit  were 
associated. 

02.  Cost-type  contracts — were  coded  whenever  the 
term  "risk,"  cost-type  contract  and  profit  were  associated 
within  the  recording  unit  or  context  unit. 

03*  Type  of  contract — was  coded  whenever  the  term 
"risk,"  a general  reference  to  contract  type  and  profit  were 
associated  within  the  recording  unit  or  context  unit. 

04.  Inventory — was  coded  whenever  the  term  "risk," 
inventory  and  profit  were  associated. 

05*  Technological — was  coded  whenever  the  term 
"risk"  was  associated  with  technical  complexity  or  processing 
difficulties  and  profit. 
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06.  Financial — was  coded  whenever  the  term  "risk” 
is  associated  with  funds  or  investment  and  profit. 

07.  Other — was  coded  whenever  the  term  "risk"  was 
encountered  and  associated  with  profit  in  situations  not 
described  in  01  through  06  above. 

The  fifth  area  category  "Government  support"  was  de- 
fined as  all  forms  of  assistance  provided  to  a contractor  by 
the  Government  such  as  facilities,  property  and  special 
financing  arrangements.  In  the  literature  this  category  had 
apparently  influenced  Government  policy  changes  such  as  pro- 
gress payment  regulations,  facilities  reduction  policies  and 
others.  This  category  was  assumed  to  have  a significant 
influence  on  a contractor’s  profit  and,  therefore,  was  in- 
cluded in  the  coding.  The  specific  subcategories  are  repre- 
sentative of  the  three  major  forms  of  Government  support: 

01.  Facilities — was  coded  whenever  the  use  of 
Government -owned  facilities  was  associated  with  profit. 

02.  Government  furnished  property  (GFP) — was  coded 
whenever  the  use  of  Government-furnished  equipment,  special 
test  equipment  or  special  tooling  were  associated  with 
profit. 

03.  Financial — was  coded  whenever  progress  payments, 
guaranteed  loans  or  advanced  payments  were  associated  with 
profit. 

04.  Other — was  coded  whenever  a Government  support 
not  fitting  in  categories  01  through  03  above  was  associated 
with  profit. 
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The  sixth  area  category  was  "special  factors."  The 
attributes  listed  under  specifics  in  this  area  category 
tended  to  be  heterogeneous  (unlike  the  specifics  listed  in 
the  area  categories  described  above).  This  area  category 
includes  attributes  which  were  important  to  the  determina- 
tion of  profit  according  to  the  literature  reviewed.  The 
specific  subcategories  are  described  as  follows: 

01.  Taxes — was  coded  whenever  any  form  of  tax  was 
linked  with  profit  determination. 

02.  Costs  (including  overrun  and  underrun) — was 
coded  whenever  contract  cost  was  described  as  a determinant 
of  profit.  Any  references  to  overruns  and  underruns  on 
Government  contracts  was  coded  in  this  subcategory. 

03.  Capital/man — was  coded  whenever  the  ratio  of 
capital/labor  employed  was  discussed  as  a profit  determinant. 

04.  Renegotiation — was  coded  whenever  the  Renego- 
tiation Board  or  the  statutes  relating  thereto  were  dis- 
cussed as  determinants  of  profit. 

05.  Quality — was  coded  whenever  the  quality  of  a 
contractor's  product  was  referenced  as  a determinant  of 
profit. 

06.  Performance — was  coded  whenever  the  perform- 
ance of  a contractor  was  discussed  as  a factor  of  profit. 

O?.  Type  of  contract — was  coded  when  the  contrac- 
tual instrument  was  discussed  as  influencing  profit  (dis- 
cussed outside  of  the  area  of  risk), 

08.  Overhead — was  coded  whenever  overhead  was 


referenced  in  general  as  influencing  profit. 
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09.  Volume  of  production  or  sales — was  coded 
whenever  volume  of  production  or  sales  was  discussed  as  a 
determinant  of  profit. 

10.  Legal  and  contractual  constraints — was  coded 
whenever  laws  and  requirements  of  a contract  were  refer- 
enced as  profit  determinants. 

11.  Interest  payments — was  coded  whenever  the  pay- 
ment of  interest  was  discussed  as  a profit  determinant. 

The  seventh  area  category  was  "miscellaneous."  The 
miscellaneous  category  was  not  subdivided.  This  code  was 
used  whenever  a factor/attribute  associated  with  profit  was 
discovered  that  did  not  fit  into  one  of  the  first  six  area 
categories.  A list  of  factors/attributes  coded  into  this 
category  was  compiled.  At  the  completion  of  coding,  a close 
examination  of  the  factors/attributes  in  this  category  was 
made  to  determine  possible  new  categories.  To  insure  the 
usefulness  of  the  information  extracted,  new  categories  were 
established  until  less  than  5 percent  of  the  total  data  hits 
were  accumulated  in  the  miscellaneous  category.  The  validi- 
ty and  usefulness  of  the  code  was  demonstrated  by  a pilot 
study. 

Pilot  Study 

Satisfactory  reliability  cannot  always  be  achieved 
in  content  analysis;  therefore,  a pilot  study  is  almost 
always  necessary.  The  pilot  study  for  the  proposed  research 
used  a judgmental  sample  extracted  from  the  defined  popula- 
tion. Several  samples  and  revisions  of  the  code  were 
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required  before  the  pilot  study  could  be  completed.  A trial 
and  error  period  covering  three  weeks  was  needed  to  perfect 


the  categories  and  develop  coder  skills. 

Reliability  of  the  code.  Coder  skills  are  essential 
in  determining  the  reliability  of  the  content  analysis  code. 
In  a one-digit  code  90  percent  is  considered  good,  and  in  a 
three-digit  code  85  percent  is  considered  good  (13«670). 

The  code  reliability  in  a study  of  30  experiments  revealed 
the  range  of  66  percent  to  96  percent  (6:1?2). 

The  reliability  of  this  semantic  differential  con- 
tent analysis  code  was  determined  by  computing  the  percent 
of  time  two  independent  coders  agreed  when  they  each  coded 
the  same  material.  The  formula  for  computation  was 


_ 100  X NUMBER  OF  UNITS  CODED  IDENTICALLY 
PERCENT  AGREEMENT  - TOTAL  NUMBER  OF  UNITS  CODED 


After  three  weeks  of  coding  practice  and  several  modifica- 
tions of  the  original  code,  a reliability  of  92  percent 
was  established. 

In  validating  the  code  and  conducting  the  pilot 
study  two  lists  of  key  words  and  phrases  were  compiled  to 
assist  the  coders  in  determining  the  strength  classifica- 
tion. These  lists  can  be  found  in  Appendices  B and  C.  The 
first  sample  of  50  sentences  provided  several  insights  into 
problems  with  the  code.  The  strength  category  had  a classi- 
fication of  "ambiguous"  which  fell  between  strong  and  weak. 

It  was  discovered  that  the  coders  could  not  evaluate  the 
sentences  consistently  in  this  area.  Deletion  of  "ambiguous" 
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provided  a wider  conceptual  difference  between  "strong"  and 


"weak"  and,  therefore,  provided  a much  better  correlation 
in  this  category.  Another  problem  encountered  was  the  need 
to  carefully  analyze  the  sentence  to  insure  that  the  attri- 
bute was  affecting  profit  and  not  vice  versa.  For  example, 
a hypothetical  sentence  like — Low  profits  were  the  reason 
for  a substantial  decrease  in  the  engineering  labor  em- 
ployed— would  not  be  coded  since  profit  is  the  attribute 
determining  the  decrease  in  labor  employed.  At  first, 
there  was  a tendency  to  code  measures  of  profit  such  as 
profit/cost,  profit/sales,  profit/ROI  and  others.  In  many 
cases  cost,  sales  and  ROI  were  described  as  determinants  or 
profit.  In  many  other  instances  the  ratio  was  merely  being 
used  as  a measure  of  profit  and  not  a determinant.  For  ex- 
ample, "Profits  on  defense  sales  declined  in  1968  to  equal 
the  lowest  year  in  the  study  period  [22:17]."  This  sen- 
tence would  not  be  coded  because  profit  on  defense  sales 
was  used  as  a measurement  tool.  In  the  following  sentence, 


sales  were  coded  as  an  attribute  of  profit: 

! 


Profits  can  be  closely  related  to  sales  because 
virtually  all  accounting  systems  provide  for  either 


direct  or  indirect  costing  methods  which  tie  cost 
and,  hence,  profits  to  the  appropriate  sales  [22: 

40]. 

The  following  typical  sentences  were  coded  to  provide  in- 
sight into  the  use  of  the  code: 


This  factor  indicates  the  need  for  extra  profit 
allowance  when  outstanding  performance  is  requested 
[24:76].  (3,  +,  6,  06) 
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Our  observations  indicate  that  in  practice  the 
type  of  contract  is  related  to  the  degree  of  risk 
aspect  in  the  determination  of  profit  or  fee  and 
that  after  the  contract  type  is  selected,  the  ques- 
tion of  risk  may  be  mentioned  or  discussed  in  a 
general  way,  but  it  is  not  considered  as  being  the 
most  important  factor  [24:17],  (3,  0,  4,  03) 

It  states  that  in  an  initial  contract,  the 
profit  may  be  higher  to  persuade  the  supplier  to 
undertake  the  risk  and  problems  in  a new  kind  of 
production  [24:19],  (2,  +,  4,  05) 

The  results  of  the  pilot  study  were  incorporated  in  Appen- 
dix D.  The  actual  thesis  data  was  handled  by  computer  as 
described  below. 

Criteria  Test 

The  proposed  research  was  essentially  divided  into 
two  phases: 

1.  Identification  of  the  primary  factors  of 
profit,  and 

2.  Development  of  a new  profit  objective  model. 

The  first  phase  of  the  research  concentrated  on 

answering  the  first  research  question.  Any  area  category 
with  more  than  five  percent  of  the  data  finds  was  con- 
sidered significant.  Any  area  specific  containing  more  than 
five  percent  of  the  data  finds  was  considered  significant. 
Such  an  area  specific,  if  found,  was  evaluated  with  other 
specifics  within  the  same  area  category  to  determine  if  a 
new  area  category  would  be  created.  If  the  specific 
accounted  for  more  than  25  percent  of  the  area  category 
data  finds,  a new  category  was  established  as  appropriate. 
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In  this  event,  the  depleted  area  category  was  again  evalu- 
ated under  the  fj.ve  percent  criterion. 


The  second  phase  of  the  research  was  directed  at 
answering  the  second  research  question.  The  intent  of  this 
phase  was  to  develop  a Government  profit  objective  model 
which  was  not  based  entirely  on  cost.  The  ideal  goal  would 
be  to  develop  a profit  objective  model  not  dependent  on 
estimated  costs.  However,  since  estimated  costs  are  linked 
to  estimated  labor,  the  profit  objective  will  continue  to 
be  tied  to  these  costs.  The  effect  of  these  costs  was 
minimized  by  incorporating  estimated  labor  costs  into  the 
capital  base. 

The  model  developed  made  the  assumption  that  every 
contractor  dealing  with  the  Government  is  entitled  to  an 
adequate  profit  if  certain  standards  are  met.  These  stand- 
ards are  defined  asi 

1.  Satisfactory  cost, 

2.  Satisfactory  performance,  and 

3.  Normal  risks  assumption. 

The  criteria  for  meeting  the  standards  are  defined  as 
follows: 

1.  Satisfactory  costs  are  evidenced  in  competitive 
procurements  by  the  source  selection  procedures.  In  sole- 
source  procurements  the  negotiated  cost  is  considered  satis- 
factory. 

2.  Satisfactory  performance  is  evidenced  by  the 
contractor's  past  performance  record.  If  the  contractor  is 


new  to  DoD,  then  an  Administrative  Contracting  Officer’s 
(ACO)  certification  of  capabilities  will  be  used. 
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3.  Normal  risks  assumed  will  be  evidenced  by  the 
type  of  contract,  technical  difficulty  and  financial 
management. 

The  significant  area  categories  identified  by  con- 
tent analysis  were  analyzed  for  inclusion  in  the  research 
model.  These  area  categories  were  considered  profit  fac- 
tors with  relative  weightings  established  by  the  strength 
codes  and  frequency  of  data  finds.  If  the  factor  could  be 
quantified  or  measured  from  available  data  for  negotiation 
purposes,  it  was  included  in  the  research  model.  The  con- 
tractor could  earn  more  or  less  than  the  adequate  profit 
depending  on  the  existence  and  weighting  of  the  identified 
profit  factors.  For  example,  cost,  schedule  and  performance 
incentives  could  be  applied  in  the  same  manner  as  they  are 
applied  today.  Assumption  of  higher  risks  could  result  in 
higher  percentages  or  profit  depending  on  the  risk  weight- 
ing and  the  attributes  involved. 

Limitations 

1.  Conclusions  of  this  research  effort  were  limited 
to  the  essence  of  the  research  questions. 

2.  The  content  analysis  model  was  limited  in  iden- 
tifying the  primary  factors  of  profit  by  the  data  sources 
and  the  random  sample  selected. 

3*  The  quantity  and  content  of  data  hits  may  be 


biased  by  the  length  of  the  different  data  sources. 
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Summary 

The  research  methodology  is  highly  dependent  on  the 
proper  sample  from  Government  and  commercial  sources  and 
the  perception  of  the  researchers  when  using  the  semantic 
differontial  content  analysis  model.  The  pilot  study 
brought  to  light  the  importance  of  being  able  to  adjust  and 
"fine  tune"  the  content  analysis  model  in  order  to  provide 
adequate  data  for  analysis  and  accurate  identification  of 
the  factors  that  influence  a defense  contractor's  profit. 
The  specific  technique  used  to  analyze  the  collected  data 
to  develop  a new  profit  objective  model  is  described  in 
Chapter  3. 


\ 


Chapter  3 


DATA  ANALYSIS  AND  FINDINGS 

Overview 

The  initial  effort  of  this  research  was  to  answer 
the  first  research  question — what  are  the  primary  factors 
affecting  profit  of  defense  contractors.  Using  the  data 
collected  through  the  semantic  differential  content  analy- 
sis and  the  criteria  test  developed  in  Chapter  2,  the  factors 
that  influence  a defense  contractor's  profit  were  deter- 
minded.  Tie  first  data  analysis  consisted  of  relative  and 
cumulative  frequency  distributions  of  the  area  categories. 

The  second  analysis  identified  the  relative  influence  of  the 
area  categories  and  area  specifics1  as  an  increase,  no 
effect  or  decrease  to  profit.  The  final  analysis  and  best 
potential  to  identify  the  factors  of  profit  for  the  new  pro- 
fit objective  model  was  that  of  the  relative  strengths 
associated  with  each  area  category  and  specific. 

Upon  completion  of  the  data  coding  and  categoriza- 
tion, the  coded  observations  or  cases  were  entered  into  a 
computer  data  file.  A computer  program  was  designed  to  pro- 
duce relative  and  cumulative  frequency  distributions  in 
addition  to  other  useful  tabulations.  For  instance,  the  sum 

■^See  pages  27  and  28. 
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of  first  digit  codes  for  all  area  categories  and  subcate- 
gories provided  a measure  of  relative  importance.  A com- 
parability te3t  of  the  first  and  second  digits  with  area 
categories  and  subcategories  established  the  importance  and 
direction  of  the  categories  (i.e.,  profit  is  increasing  or 
decreasing).  A matrix  structure  of  categories  and  subcate- 
gories by  strength  and  valence  provided  significance  of 
relationships  among  the  central  tendencies  of  the  classifi- 
cations. However,  several  assumptions  were  made  in  order 
to  conduct  the  analysis. 

Assumptions 

The  following  assumptions  were  made  in  conducting 
the  data  analysis  and  findings! 

1.  The  data  level  will  not  support  parametric 

testing. 

2.  Defense  contractors  are  unwilling  to  publish 
material  concerning  their  profit  policy  because  of  apathy, 
contractor  policy,  proprietary  information  concerning  con- 
tractor profit  structure,  or  their  actual  satisfaction  with 
the  present  Government  profit  policy. 

Considering  these  assumptions  the  following  analy- 
sis was  made. 

Analysis 

Prior  to  coding  the  total  832  cases  for  input  into 


! 


1 

* 
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the  computer  program,  the  raw  data  was  analyzed  concerning 
the  area  category  of  miscellaneous  comprising  127  cases. 
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These  cases  were  then  compared  to  determine  if  there  were 
any  obvious  relationships  to  other  area  categories  or 
specifics.  Of  the  127  cases,  117  were  grouped  into  nine 
additional  area  specifics  under  the  area  category  of  special 
factors.  For  example,  miscellaneous  cases  dealing  with 
depreciation  were  aggregated  into  an  area  specific  labeled 
depreciation  and  cases  dealing  with  negotiation,  negotia- 
tion process,  negotiation  position,  crash  procurement, 
were  aggregated  into  an  area  specific  category  of  profit 

policy  (Government).  Table  1 gives  the  expanded  area  cate- 

2 

gory  of  special  factors. 


Table  1 


Expansion  of  Area  Category  Special  Factors 


AREA  SPECIFIC 

FREQUENCY  OF  CASES 

01 

Taxes 

7 

02 

Costs  (including  overrun  and 

underrun) 

116 

03 

Capital/man 

1 

04 

Renegotiation 

23 

05 

Quality 

2 

06 

Performance 

55 

07 

Type  of  contract 

31 

08 

Overhead  (general) 

9 

09 

Volume  of  production  or  sales 

27 

10 

Legal  and  contractual  constraints 

8 

11 

Interest  payments 

6 

12 

Cost  contracts 

8 

13 

Fixed-price  contracts 

19 

14 

Profit  policy  (Government) 

30 

15 

Profit  policy  (Contractor) 

26 

16 

Contract  termination 

20 

17 

Depreciation 

8 

18 

R&D  work 

6 

19 

Production/manufacturing  work 

5 

20 

Market  structure 

22 

2See  page  36. 
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In  accordance  with  the  sampling  plan  the  832  data 
hits  or  cases  were  obtained  using  the  semantic  differential 
content  analysis  developed  previously.^  The  result  of  the 
computer  program  developed  to  determine  the  relative  and 
cumulative  frequency  distributions  of  the  area  categories 
is  shown  in  Table  2. 


Table  2 

Area  Category  Relative  and  Cumulative 
Frequency  Distribution 


AREA 

CATEGORY 

CASE 

FREQUENCY 

RELATIVE 
FREQUENCY 
( PERCENT ) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Labor 

63 

7.6 

7.6 

Capital 

198 

23.8 

31.4 

Subcontracts 

9 

1.1 

32.5 

Risk 

100 

12.0 

44.5 

Government  Support 

23 

2.7 

47.2 

Special  Factors 

429 

51.6 

98.8 

Miscellaneous 

10 

1.2 

100.0 

TOTALS 

832 

100.0 

100.0 
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Table  3 


Area  Specific  Relative  and  Cumulative 
Frequency  Distribution 


— 

AREA 

CATEGORY 

AREA  CASE 

SPECIFIC  FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

; Labor 

No  specifics 

13 

20.6 

20.6 

Engineering 

11 

17.5 

18.1 

Manufacturing 

2 

3.2 

41.3 

Management 

17 

27.0 

68.3 

■ 

Overhead 

9 

14.3 

82.6 

1 

Technical  skills 

6 

9.5 

92.0 

Output/man 

3 

4.8 

96.8 

Other 

_2 

100.0 

TOTALS 

63 

100.0 

100.0 

Capital 

No  specifics 

27 

13.6 

13.6 

Quick  assets 

2 

1.0 

14.6 

Inventory 

14 

7.1 

21.7 

Fixed  assets 

58 

29.4 

51.1 

Debt  capital 

4 

2.0 

53.1 

i 

Equity  capital 
Return  on  capital 

6 

3-0 

56.1 

1 

invested  (ROI) 

44 

22.3 

78.4 

; 

Operating  capital 

28 

14.1 

92.5 

1 

Net  book  value 
Total  capital 

8 

4.0 

96.5 

> j 

turnover 

3 

1.5 

98.0 

I 

Other  assets 

2 

1.0 

99-0 

Other 

2 

1.0 

100.0 

Sub- 

contracts 

TOTALS 

198 

100.0 

100.0 

No  specifics 
Unique  item/ 

9 

100.0 

100.0 

conponent 

0 

0.0 

0.0 

! ’ 

Standard  item 

0 

0.0 

0.0 

1 

TOTALS 

9 

100.0 

100.0 

Risk 

* 

i 

No  specifics 
Fixed-price 

52 

52.0 

52.0 

contracts 

8 

8.0 

60.0 

Cost  contracts 
Type  contract 

5 

5.0 

65.0 

(general) 

6 

6.0 

71.0 

Inventory 

0 

0.0 

71.0 

Technological 

Coni 

8 

binued 

8.0 

79.0 

Continued 


Table  3 (Continued) 


AREA 

CATEGORY 


Risk  (Cont) 


Government 

Support 


Special 

Factors 


Miscellan- 

eous 


AREA 

SPECIFIC 


CASE 

FREQUENCY 


RELATIVE 

FREQUENCY 

(PERCENT) 


CUMULATIVE 
FREQUENCY 
( PERCENT ) 


Financial 

19 

19.0 

98.0 

Other 

2 

2.0 

100.0 

TOTALS 

100 

100.0 

100.0 

No  specifics 

2 

8.7 

8.7 

Facilities 

11 

47-9 

56.6 

GFP 

1 

4.3 

60.9 

Financial 

8 

34.8 

95.7 

Other 

_1 

100.0 

TOTALS 

23 

100.0 

100.0 

Taxes 

7 

1.6 

1.6 

Costs 

116 

27.0 

28.6 

Capital/man 

1 

.2 

28.8 

Renegotiation 

23 

5 .4 

34.  2 

Quality 

2 

.5 

3^.7 

Performance 

55 

12.  8 

47.5 

Type  of  contract 

31 

7-2 

54.7 

Overhead  (general) 

9 

2.1 

56.8 

Volume  of  Produc- 
tion or  sales 

27 

6.3 

63.1 

Legal  and  contrac- 
tual constraints 

8 

1.9 

65.0 

Interest  payments 

6 

1.4 

66.4 

Cost  contracts 

8 

1.9 

68.3 

Fixed-price  con- 
tracts 

19 

4.4 

72.7 

Profit  policy 
(Government) 

30 

7.0 

79.7 

Profit  policy 
(Contractor) 

26 

6.1 

85.8 

Contract  Termina- 
tion 

20 

4.7 

90.5 

Depreciation 

8 

1.9 

92.4 

R&D  work 

6 

1.4 

93.8 

Product ion/foanu- 
facturing  work 

5 

1.2 

95.0 

Market  structure 

22 

-J>.0 

100.0 

TOTALS 

429 

100.0 

100.0 

10 

100.0 

100.  0 

GRAND  TOTAL 

832 

100.0 

100.0 

Continued 
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Table  3 (Continued) 

NOTE*  The  area  specifics  breakout  of  the  frequency  distri- 
tutions  also  gives  the  area  category  distributions 
shown  in  Table  2. 

Of  the  seven  area  categories,  three  were  insignifi- 
cant, i.e.,  the  area  categories  of  subcontracts,  Government 
support  and  miscellaneous  did  not  meet  the  established  five 
percent  criteria.  Several  of  the  area  specifics  within  each 
category  were  found  to  be  insignificant  (i.e.,  not  meeting 
the  five  percent  criteria  within  each  area  category).  Also, 
several  area  specifics  were  found  to  make  up  more  than  25 
percent  of  their  respective  area  categories. 

Major  consideration  was  given  to  the  three  area  cate- 
gories that  did  not  meet  the  five  percent  criteria  of  the 
total  cases.  Since  the  area  categories  of  subcontracts  and 
Government  support  were  established  a priori  to  be  potential 
significant  factors  of  profit  but  were  not  supported  by 

actual  data  collected,  these  categories  were  eliminated  from 
4 

the  data  base.  Both  groups  are  major  categories  and  due  to 
the  mutual  exclusiveness  of  the  area  categories  cannot  be 
combined  with  other  area  categories.  For  the  same  reason- 
ing, thede  area  categories  (subcontracts  and  Government 
support)  were  not  combined  with  the  area  category  miscel- 
laneous since  one  of  the  main  purposes  of  the  research  was 
to  determine  separate  and  identifiable  factors  of  profit. 

This  determination  thus  brings  the  number  of  cases  in  the 

4 

See  page  70. 


51 

total  data  base  to  800.  Table  4 reflects  the  change  in  the 
frequency  distributions  for  the  area  categories;  the  area 
specifics  did  not  change  within  the  remaining  area  cate- 
gories. 


Table  4 

Revised  Area  Category  Relative  and  Cumulative 
Frequency  Distributions 


AREA 

CATEGORY 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 
FREQUENCY 
( PERCENT ) 

Labor 

63 

7.9 

7-9 

Capital 

198 

24.8 

32.7 

Risk 

100 

12.5 

45.2 

Special  Factors 

429 

53-5 

98.7 

Miscellaneous 

10 

■ IQ 

100.  0 

TOTALS 

800 

100.0 

100.0 

The  next  step  in  the  data  analysis  was  to  break  out 


the  area  specifics  that  could  be  separately  identified  and 
composed  25  percent  or  more  of  the  cases  within  any  area 
category,  i.e.,  labor  "management,"  capital  "fixed  assets" 
and  special  factors  "costs"  as  shown  in  Tables  5 and  6. 

These  tabulations  reflect  the  frequency  distributions  of  the 
revised  area  categories  and  specifics. 

The  "no  specifics"  subcategory  of  area  categories 
was  not  considered  a separately  identifiable  factor  from 
its  respective  area  category;  therefore,  these  area  specif- 
ics were  not  considered  candidates  for  a separate  breakout. 
Labor  "management,"  capital  "fixed  assets"  and  special 


k..  1 
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Table  5 

Revised  Area  Category  and  Specific  Relative  and 
Cumulative  Frequency  Distributions 


AREA 

CATEGORY 

AREA 

SPECIFIC 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Labor 

No  specifics 

13 

28.3 

28.3 

Engineering 

11 

23-9 

52.2 

Manuf  acturing 

2 

4.3 

56.5 

Overhead 

9 

19.6 

76.1 

Technical  skills 

6 

13.0 

89.I 

Output/man 

3 

6.5 

95.6 

Other 

_2 

4.4 

100.0 

TOTALS 

46 

100.0 

100.0 

Labor  Man- 

12 

100.0 

100.0 

agement 

TOTALS 

17 

100.0 

100.0 

Capital 

No  specifics 

27 

19.3 

19.3 

Quick  assets 

2 

1.4 

20.  7 

Inventory 

14 

10.0 

30.7 

Debt  capital 

4 

2.9 

33.6 

Equity  capital 

6 

4.3 

37.9 

ROI 

44 

31.4 

69.3 

Operating  capital  28 

20.0 

89.  3 

Net  book  value 
Total  capital 

8 

5.7 

95.0 

turnover 

3 

2.2 

97.2 

Other  assets 

2 

1.4 

98.6 

Other 

2 

1.4 

100.0 

TOTALS 

140 

100.0 

100.0 

Capital 

Fixed  Assets  

18 

100.0 

100.  0 

TUT  Ali 

58 

100.0 

100.0 

Risk 

No  specifics 
Fixed-price 

52 

52.0 

52.0 

contracts 

8 

8.0 

60.0 

Cost  contracts 
Type  contract 

5 

5.0 

65.0 

( general ) 

6 

6.0 

71.0 

Inventory 

0 

0.0 

71.0 

Technological 

8 

8.0 

79.0 

Continued 
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Table  5 (Continued) 


AREA 

CATEGORY 

AREA 

SPECIFIC 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Risk  (Cont) 

Financial 

19 

19.0 

98.0 

Other 

2 

2.0 

100.0 

TOTALS 

100 

100.0 

100.0 

Costs 

116 

100.0 

100.0 

( including 
overrun  and 

TOTALS 

116 

100.0 

100.0 

underrun) 


Special 

Taxes 

7 

2.2 

2.2 

Factors 

Capital/man 

1 

0.3 

2.5 

Renegotiation 

23 

7.3 

9.8 

Quality 

2 

0.6 

10.4 

Performance 

55 

17.6 

28.0 

Type  of  contract 
Overhead 

31 

9.9 

37.9 

(general) 

Volume  of  Produc- 

9 

2.9 

40.8 

tion  or  sales 
Legal  and  contrac- 

2? 

8.6 

49.4 

tual  constraints 

8 

2.6 

52. 0 

Interest  payments 

6 

1.9 

53-9 

Cost  contracts 
Fixed-price  con- 

8 

2.6 

56.5 

tracts 

Profit  policy 

19 

6.1 

62.6 

(Government) 
Profit  policy 

30 

9-6 

72.2 

( Contractor) 
Contract  termina- 

26 

8.3 

80.5 

tion 

20 

6.4 

86.9 

Depreciation 

8 

2.6 

89.5 

R&D  work 
Production/manu- 

6 

1.9 

91.4 

facturing  work 

5 

1.6 

93-0 

Market  structure 

22 

7.0 

100.0 

TOTALS 

313 

100.0 

100.0 

Miscellan- 

10 

100.0 

100.0 

eous 

TOTALS 

10 

100.0 

100.0 

GRAND  TOTALS 

800 

100.0 

100.0 

Table  6 
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Revised  Area  Category  Relative  and  Cumulative 
Frequency  Distributions 


AREA 

CATEGORY 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Labor 

46 

5.8 

5.8 

Labor  Management 

17 

2.1 

7-9 

Capital 

140 

17-5 

25.4 

Capital  Fixed  Assets 

58 

7.3 

32.7 

Risk 

100 

12.5 

45.  2 

Costs 

116 

14. 5 

59.7 

Special  Factors 

313 

39.0 

98.7 

Miscellaneous 

1.  3 

100.0 

TQTALS 

800 

100.0 

100.  0 

factors  "costs"  were  identified  as  candidates  for  separate 
area  categories.  However,  since  labor  "management"  did  not 
meet  the  area  category  criteria  of  being  at  least  five  per- 
cent of  the  aggregate  cases  but  only  contributed  2.1  percent 
to  the  total,  this  area  specific  was  placed  back  into  the 
labor  category.  This  reasoning  is  consistent  with  the  ear- 
lier established  research  methodology.  The  final  frequency 
distribution  of  the  area  categories  is  shown  in  Table  7 on 
page  55- 

The  final  step  in  categorizing  the  remaining  area 
specifics  and  identifying  the  factors  of  profit  was  simply 
to  investigate  the  relative  frequencies  of  the  area 


Table  7 


Area  Category  Final  Relative  and  Cumulative 
Frequency  Distributions 


AREA 

CATEGORY 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Labor 

6 3 

7.9 

7-9 

Capital 

140 

17.5 

25.4 

Capital  Fixed  Assets 

58 

7.3 

32.7 

Risks 

100 

12.5 

45.  2 

Costs  (including  overrun 
and  underrun) 

116 

14.5 

59.7 

Special  Factors 

313 

39.0 

98.7 

Miscellaneous 

10 

, 1-3 

100.0 

TOTALS 

800 

100.0 

100.0 

specifics.  Any  area  specific  that  was  insignificant — did 
not  meet  the  five  percent  criteria — was  grouped  into  other 
related  area  specifics  or  into  the  "no  specifics"  classifi- 
cation. In  the  labor  area  category  "engineering,"  "manufac- 
turing" and  "technical  skills"  were  grouped  into  an  area 
specific  entitled  "direct  labor"  while  "output  per  man"  and 
"others"  were  grouped  into  the  "no  specifics"  classification. 
The  area  specifics  of  "quick  assets,"  "debt  capital,"  "equity 
capital,"  "total  capital  turnover,"  "other  assets"  and 
"others"  were  grouped  into  "no  specifics"  under  the  capital 
area  category.  The  area  specific  "fixed  assets"  was  reclas- 
sified as  an  area  category  by  passing  the  five  percent  sig- 
nificance test.  Within  the  area  category  "risk,"  the  area 
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specific  "other"  was  grouped  with  "no  specifics,"  and  area 
specific  "inventory"  was  eliminated  since  there  were  no 
cases  coded  for  that  classification.  Within  the  area  cate- 
gory special  factors  the  insignificant  categories  of  "taxes," 
"capital  per  man,"  "quality,"  "overhead  (general),"  "legal 
and  contractual  constraints,"  "interest  payments,"  "cost- 
type  contracts,"  "depreciation,"  "R&D  work"  and  "production/ 
manufacturing  work"  were  regrouped  into  the  area  category 
"miscellaneous"  since  there  was  no  classification  for  "no 
specifics"  in  the  special  factors  area  category  and  these 
area  specifics  are  still  considered  a part  of  the  aggregate 
factors.  The  area  specific  "costs  (including  overrun  and 
underrun)"  met  the  significance  criteria  and  was  reclassi- 
fied as  an  area  category.  Table  8 on  page  57  shows  the  list 
of  factors  that  influence  profit  and  associated  frequency 
distributions  with  Table  9 showing  the  relative  frequencies 
by  area  category. 

No  statistical  tests,  parametric  or  nonparametric , 
appear  to  be  relevant  in  analyzing  the  data  collected; 
therefore,  a rigorous  central  tendency  analysis  follows  to 
support  the  grouping  of  the  area  categories  and  specifics 
within  the  criteria  established  in  Chapter  2. 

Each  case  has  an  associated  strength  and  valence 
which  identified  the  relative  weighting  of  each  initial 
profit  factor.  An  analysis  of  each  area  specific  within 
area  categories  and  area  categories  within  the  aggregate 
of  cases  was  made  to  determine  the  relative  importance  of 
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Table  8 

Factors  Determined 

to  Influence  Profit 

AREA 

CATEGORY 

AREA  CASE 

SPECIFIC  FREQUENCY 

RELATIVE 
FREQUENCY 
( PERCENT ) 

CUMULATIVE 
FREQUENCY 
( PERCENT ) 

Labor 

No  specifics 

18 

28.6 

28.6 

Direct  labor 

19 

30.  2 

58.8 

8 

Management 

17 

26.9 

85.7 

Overhead 

_2 

14.  3 

100.0 

TOTALS 

63 

10C.0 

100.0 

Capital 

No  specifics 

46 

32.9 

32.9 

h 

r 

Inventory 
Return  on  capital 

14 

10.0 

42.9 

invested  (ROI) 

44 

31.4 

74.3 

Operating  capital 

28 

20.0 

94.3 

Net  book  value 

8 

- 5.7 

100.0 

TOTALS 

140 

100.0 

100.0 

Capital 

Fixed  Assets 

100.0 

100.0 

t 

t 

TOTALS 

58 

100.0 

100.  0 

[ 

Risk 

No  specifics 
Fixed-price 

54 

54.0 

54.0 

1 

contracts 

8 

8.  0 

62.0 

1 

Cost  contracts 
Type  contract 

5 

5.0 

67.0 

(general ) 

6 

6.0 

73-0 

Technological 

8 

8.0 

81.0 

l 

Financial 

.11 

19.0 

100.0 

TOTALS 

100 

100.0 

100.0 

Special 

Renegotiation 

23 

9.1 

9.1 

. 

Factors 

Performance 

55 

21.  7 

30.8 

\ 

Type  of  contract 
Volume  of  produc- 

31 

12.2 

43.0 

tion  or  sales 
Fixed-price  con- 

27 

10.  7 

53-7 

tracts 

19 

7.5 

61.2 

Profit  policy 
(Government ) 
Profit  policy 

30 

11.9 

73-1 

( Contractor) 

26 

10.3 

83-^ 

i 

Continued 

L 

Table  8 (Continued) 
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AREA 

AREA 

CASE 

RELATIVE 

CUMULATIVE 

CATEGORY 

SPECIFIC 

FREQUENCY 

FREQUENCY 

(PERCENT) 

FREQUENCY 

(PERCENT) 

Special 

Termination 

20 

7.9 

91-3 

Factors 

Market  Struc- 

( Cont ) 

ture 

22 

—8-7 

100.0 

TOTALS 

253 

100.0 

100.0 

Costs  (in- 

116 

100.  0 

100.0 

TOTALS 

overruns  and 

116 

100.0 

100.  0 

underruns ) 

Miscellaneous 

20 

100.0 

100.0 

TOTALS 

-Z0 

100.0 

100.0 

GRAND 

TOTALS 

800 

100.  0 

100.0 

Table  9 

( 

Category  Relative  and  Cumulative  Frequency 
Distribution  of  Factors  Determined  to 
Influence  Profit 


AREA 

CATEGORY 

CASE 

FREQUENCY 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Labor 

63 

7.9 

7*9 

Capital 

140 

17.5 

25.4 

Capital  Fixed  Assets 

58 

7.3 

32.7 

Risk 

100 

12.5 

45.2 

Special  Factors 

253 

31.6 

76.8 

Costs  (including  over- 
runs and  underruns) 

116 

1^.5 

91.3 

Miscellaneous 

_Z0 

—8.7 

100.0 

TOTALS 

800 

100.0 

100.0 

each  initial  factor.  For  example,  area  specific  "labor 
management"  had  a total  of  17  cases  composed  of  13  cases 
under  strength  indicator  weak  with  a value  of  two  (2),  four 
cases  under  strength  indicator  strong  with  a value  of  three 
(3)  and  no  cases  under  strength  indicator  no  strength  with  a 
value  of  one  (l).  These  cases  are  also  associated  with  the 
valence  of  positive  one  (+1),  zero  (0)  and  negative  one 
(-l).5  Further  analysis  was  conducted  to  investigate  the 
direction  of  profit  influence  by  associating  the  strength 
times  the  valence  with  the  area  categories  and  area  specifics 
to  determine  the  dispersion  or  variability  of  central  tenden- 
cies of  the  area  categories  and  specifics.  Using  numerical 
as  well  as  subjective  analysis  in  grouping  area  specifics 
within  and  to  other  area  categories,  i.e.,  an  area  specific 
under  an  area  category  may  logically,  through  such  analysis 
as  this,  be  grouped  with  another  area  category.  For  example, 
area  category  risk  with  a weighted  mean  of  O.58O  and  area 
specific  "type  of  contract"  under  area  category  "special 
factors"  with  a weighted  mean  of  O.323  are  closely  related 
analytically  since  the  range  of  weighted  means  are  from 
-2.714  to  3.000  and  subjectively  since  type  of  contract  is 
closely  aligned  to  the  risk  of  the  procurement.^  This 
superficial  analysis  is  significant  only  if  the  second  order 
information  concerning  the  central  tendencies  is  credible. 


-’See  page  29. 

/ 

°See  page  34. 
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Therefore,  Table  10  shows  how  the  means  were  computed  and 
the  dispersion  of  the  relative  composition  of  the  area 
categories  and  specifics. 


Table  10 


Central  Tendency  Analysis 


The  computation  for  the  weighted  means  of  the  area  categor- 
ies and  specifics! 


2 (VxS).xf. 

— » \ — “)  ^ 

X = ^ , where 


X = the  weighted  mean  of  the  area  category  or  specific 
V = the  valence  (+1,  0,  -l)  of  the  case 
S = the  strength  (1,  2,  3)  of  the  case 

(VxS).  = the  relative  strength  of  the  case  on  the  continuum 
-3,  -2,  -1,  0,  1,  2,  3 (NOTE:  there  were  no  cases 

with  -1  or  1) 

f^  = the  frequency  of  the  relative  strengths 

N = the  total  number  of  cases  for  each  area  category  or 
specific 

m 5 

E E f. where  m is  the  number  of  area  specifics 
j=l  i=l  J within  each  area  category 

i = the  column  position 

j = the  row  position 
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Risk 


Quick  assets 
TOTAL 


3.000 
0.  229 


Other  1 1 -1.500 

Cost  contracts  1 4 -0.400 


No  specifics  3 2 35  5 7 0.346 

Type  contract 

(General)  5 1 0.500 

Technological  11222  0.625 
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Table  10  (Continued) 


AREA  CATEGORY 

AREA  SPECIFIC 

-3 

I 

-2 

(VxS) . 
0 1 

2 

3 

X 

Risk  (Cont) 

Financial 

1 

9 

7 

2 

0.947 

Fixed-price 

Contracts 

1 

2 

5 

2.375 

TOTAL 

5 

5 

57 

16 

17 

0.580 

Capital  Fixed 

4 

17 

26 

9 

2 

-0.379 

Assets 

TOTAL 

4 

17 

26 

9 

2 

-0.379 

Miscellaneous 

1 

l 

3 

4 

1 

0.600 

TOTAL 

1 

l 

3 

4 

1 

0.600 

Costs 

6 

8 

80 

11 

11 

0.181 

TOTAL 

6 

8 

80 

11 

11 

0.181 

Special 

Taxes 

5 

2 

-2.714 

Factors 

Legal  & con- 
tractual con- 
straints 

4 

3 

1 

-1.875 

♦Termination 

9 

4 

7 

-1.750 

♦Renegotiation 

9 

2 

11 

1 

-1.217 

Interest  pymts. 

1 

2 

3 

-1.167 

Cost  contracts 

5 

1 

2 

-1.125 

♦Profit  policy 
(contractor) 

8 

12 

3 

3 

-0.346 

♦Market  struc- 
ture 

5 

1 

12 

1 

3 

-0.273 

R&D  work 

1 

1 

2 

2 

-0.167 

Quality 

2 

0.0 

Overhead 
( general ) 

9 

0.0 

*FP  contract 

3 

7 

3 

6 

0.053 

♦Type  contract 
Production/Mfg. 

2 

1 

21 

3 

4 

0.323 

work 

1 

2 

1 

1 

0.600 

♦Profit  policy 
(Government) 

2 

3 

11 

8 

6 

0.733 

Continued 


Table  10  (Continued) 
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AREA  CATEGORY  AREA  SPECIFIC 
Special  *Performance 


Special 

Factors 


-3 -2 

6 


(Cont) 


*Vol.  of  prod, 
or  sales 

Depreciation 

Capital/man 


Labor 

Risk 

Capital 

Costs 

Capital 

Assets 

♦NOTE: 


:vxs). 
0 1 

2 

3 

X 

26 

6 

17 

0.818 

9 

5 

9 

0.963 

3 

1 

3 

1.125 

1 

2.000 

32 

10 

19 

"l.l43 

57 

16 

17 

0.580 

no 

4 

16 

0.229 

80 

11 

11 

0.181 

26 

9 

2 

-0.379 

Fixed 


Indicates  those  area  specifics  that  meet  the  signif- 
icant criteria  under  the  area  category  of  special 
factors.? 


The  comparability  of  the  area  specifics  with  the 
labor  area  category  are  indicative  of  the  overall  weighted 
mean,  i.e.,  the  variability  of  each  specific  is  not  unlike 
the  variability  or  dispersion  of  tae  weighted  mean  of  the 
area  category,  specifically  area  specifics  "manufacturing," 
"technical  skills"  and  "engineering"  are  clustered  very  much 
in  the  same  manner  that  empirically  provides  a natural  group- 
ing into  one  classification. 

The  area  category  capital  ihows  strong  clustering 
about  zero  which  indicates  the  cases  were  mainly  undecided 
about  the  particular  influence  of  capital  on  profit  except 
that  the  area  specifics  "return  on  capital  invested," 

n 

rSee  page  40. 
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"equity  capital,"  "no  specifics"  and  "quick  assets"  tend  to 
cause  the  aggregate  weighted  mean  to  lean  to  the  positive 
side  of  zero. 

The  area  category  risk  has  a positive  tendency  with 
a little  better  than  a three-to-one  ratio  accounting  for  45 
percent  of  the  cases  where  55  percent  were  neutral.  Area 
specifics  "fixed-price  contracts,"  "technological"  and 
"financial"  are  clustered  on  the  positive  side  where  "cost- 
type  contracts"  and  "other"  are  negative  but  insignificant 
as  far  as  accounting  for  only  seven  percent  of  the  total 
cases  under  risk.  The  "no  specifics"  subcategory  accounts 
for  52  percent  of  the  total  cases  under  risk  and  has  a posi- 
tive weighted  mean  with  a two-to-one  ratio  (positive  cases 
to  negative  cases)  while  6?  percent  of.  the  cases  in  this  area 
subcategory  remain  neutral. 

The  newly  created  area  category  of  capital  fixed 
assets  shows  the  sample  literature  is  relatively  undecided 
about  this  area  specific's  influence  on  profit  since  the 
majority  (55  percent)  tends  to  be  slightly  negative. 

Under  area  category  special  factors,  the  area  specif- 
ics "renegotiation"  and  "termination"  (see  Table  10)  are  the 
only  definitive  subcategories  showing  a negative  influence 
on  profit.  Also,  "profit  policy  (contractor)"  and  "market 
structure"  have  similar  dispersions  and  weighted  means. 

The  subcategories  of  "type  of  contract,"  "profit  policy 
(Government),"  "performance"  and  "volume  of  production  or 
sales"  are  similarly  dispersed  with  their  weighted  means 
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being  comparable  and  relatively  close  with  a positive  ten- 
dency. The  area  specific  "fixed-price  contracts"  is 
interesting  in  that  the  dispersion  shows  definitely  there 
is  disagreement  as  to  the  effect  of  this  determinant  on 
profit?  the  standoff  settles  on  neutrality. 

Table  10  also  displays  the  area  categories'  weighted 
means  and  dispersion  (except  "miscellaneous"  and  "special 
factors"  for  obvious  reasons)  to  give  an  indication  of  the 
aggregate  variability  of  the  cases  within  the  major  cate- 
gories. The  labor  category  is  clearly  considered  an  in- 
creasing influence  on  profit.  The  other  four  major  cate- 
gories are  not  so  obvious  since  there  is  a wide  dispersion. 
The  weighted  means  of  "capital,"  "costs"  and  capital  "fixed 
assets"  tend  to  be  relatively  close  to  zero  while  "risk" 
is  mid-range  when  comparing  the  weighted  averages. 

Table  11  shows  the  number  of  cases  for  each  strength 
classification,  the  relative  strength  of  each  area  specific, 
frequency  distributions  of  area  specifics  and  the  aggregates. 
For  example,  under  area  category  "labor"  area  specific 
"engineering"  has  11  cases  broken  out  into  three  cases  with 
a strength  of  two  and  eight  cases  with  a strength  of  three 
for  a total  relative  strength  of  30  which  is  19.0  percent  of 
the  area  category  labor  which  composes  8.0  percent  of  the 
total.  This  analysis  in  conjunction  with  the  previous  analy- 
ses is  the  basis  for  selection  of  the  primary  factors  that 
influence  profit  for  the  proposed  Government  profit  objec- 
tive model. 
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Table  11 

Strength  Relationship 


. RELATIVE 


No  specif- 
ics 

9 

4 

30 

19.0 

19.0 

Engineer- 

ing 

3 

8 

30 

19.0 

38.0 

Manufac- 

turing 

2 

6 

3-8 

41.8 

Management 

13 

4 

38 

24.1 

65.9 

Overhead 

4 

5 

23 

14.6 

80.5 

Tech  skills 

2 

4 

16 

10.0 

90.5 

Output/man 

3 

9 

5-7 

96.2 

Other 

2 

6 

3.8 

100.0 

♦TOTALS  0 

31 

32 

158 

8.0 

8.  0 

No  specif- 
ics 

10 

17 

71 

21.0 

21.0 

Quick  assts 

2 

6 

1.8 

22.8 

Inventory 

9 

5 

33 

9-8 

32.6 

Debt  captl. 

2 

2 

10 

3.0 

35.6 

Equity 

capital 

2 

4 

16 

4.7 

40.3 

ROI 

29 

15 

103 

30.5 

70.8 

Operating 

Capital 

19 

9 

65 

19.2 

90.0 

Net  book 
value 

7 

1 

17 

5.0 

95.0 

Capital 

turnover 

1 

2 

8 

2.4 

97.4 

Other  Assts 

Other 

TOTALS 


2 

1 1 
0 82  58 


1.2 

1.4 

17.2 
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Table  11  (Continued) 


AREA 

CATEGORY 

AREA 

SPECIFIC 

STRENGTH 
FREQUENCY 
12  3 

RELATIVE 

STRENGTH 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 
FREQUENCY 
( PERCENT ) 

Risk 

No  specif- 
ics 

1 

36 

15 

118 

50.2 

50.2 

FP  con- 
tracts 

3 

5 

21 

8.9 

59.1 

Cost  con- 
tracts 

2 

3 

13 

5.5 

64.6 

Type  con- 
tract 
(general) 

4 

2 

14 

6.0 

70.6 

Technolog- 

ical 

3 

5 

21 

8.9 

79.5 

Financial 

15 

4 

42 

17.9 

97.4 

Other 

2 

6 

2.6 

100.0 

TOTALS 

1 

63 

36 

235 

11.9 

37.1 

Capital 

46 

12 

128 

100.0 

100.  0 

Fixed 

Assets 

TOTALS 

46 

12 

128 

6.5 

43.6 

Costs 

6o 

56 

288 

100.0 

100.0 

TOTALS 

60 

56 

288 

14.6 

58.2 

Special 

Taxes 

2 

5 

19 

2.4 

2.4 

Factors 

Capital/ 

man 

1 

2 

0.3 

2.7 

Renegotia- 

tion 

8 

15 

6l 

7.6 

10.3 

Quality 

2 

4 

0.5 

10.8 

Performance 

18 

37 

147 

18.4 

29.2 

Type  con- 
tract 

1 

15 

15 

76 

9-5 

38.7 

Overhead 
(general ) 

6 

3 

21 

2.6 

41.3 

Vol.  of 
prod,  or 
sales 

12 

15 

69 

8.6 

49.9 

Continued 
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Table  11  (Continued) 


AREA 

CATEGORY 

AREA 

SPECIFIC 

STRENGTH 
FREQUENCY 
12  3 

RELATIVE 

STRENGTH 

RELATIVE 

FREQUENCY 

(PERCENT) 

CUMULATIVE 

FREQUENCY 

(PERCENT) 

Special 
Factors 
( Cont ) 

Legal  & 

contractual 

constraints 

3 

5 

21 

2.6 

52.5 

Interest 

payments 

4 

2 

14 

1.  8 

54.3 

Cost  con- 
tracts 

1 

7 

23 

2.9 

57.2 

FP  con- 
tracts 

10 

9 

47 

5.9 

63.I 

Profit 

policy 

(Gov't) 

15 

15 

75 

9.4 

72.5 

Profit 
policy 
( Contrac- 
tor) 

10 

16 

68 

8.5 

81.0 

Termination 

1 

7 

12 

51 

6.4 

87.4 

Deprecia- 

tion 

5 

3 

19 

2.4 

89.8 

R&D  work 

5 

1 

13 

1.6 

91.4 

Production/ 
Mfg.  work 

4 

1 

11 

1.4 

92.  8 

Market 

structure 

9 

13_ 

57 

7.2 

100.0 

TOTALS 

2 

137  174 

798 

40.6 

98.8 

Miscel- 

8 

2 

22 

100.0 

100.0 

laneous 

TOTALS 

8 

2 

22 

1.2 

100.0 

GRAND  TOTAL 

3 427  370 

1967 

100.0 

100.0 

♦NOTE: 

The  totals  are 

relative  to  the 

entire  data  base. 

In  analyzing  the  various  frequency  distributions , 
the  central  tendencies  and  the  strength  relationships  of  the 
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cases,  several  findings  were  made.  Also  the  sources  and 
level  of  the  data  contributed  to  significant  findings. 

Findings 

The  data  gathered  in  accordance  with  the  sampling 
plan  outlined  in  Appendix  E reflected  a preponderance  of 
cases  from  the  Government  sources  which  comprised  85-9  per- 
cent of  the  total.  The  commercial  sources  did  not  provide 
as  much  information  nor  deal  with  Government  profit  in 
depth.  Most  of  the  articles  were  one  or  two  pages  long 
while  the  Government  sources  usually  dealt  at  length  with 
the  subject  for  some  150  to  200  pages.  This  finding  is 
significant  considering  the  factors  identified  to  develop  a 
new  profit  model  came  from  predominantly  Government  data 
sources. 

In  the  initial  data  analysis  the  miscellaneous  area 
category  had  127  cases.  However,  due  to  similarities  of  the 
attributes  117  of  these  cases  were  classified  into  nine  more 
area  specifics  under  area  category  special  factors  as  shown 
in  Table  3,  page  48.  These  attributes  were  easily  grouped 
since  the  differences  among  them  were  only  semantic  in  na- 
ture and  not  mutually  exclusive  factors  as  in  the  case  with 
the  area  categories.  However,  once  these  new  factors  had 
been  classified  they  represented  area  specifics  as  developed 

Q 

in  the  content  analysis  model. 


O 

See  page  24. 


In  the  initial  analysis  of  the  frequency  distribu- 
tions, two  a priori  developed  area  categories  of  subcontracts 
and  Government  support  did  not  meet  the  criteria  test  (es- 
tablished in  Chapter  2)  of  composing  at  least  five  percent 

o 

of  the  total  cases.7  In  keeping  with  the  criteria  test 
these  area  categories  were  classified  as  insignificant  and 
were  not  considered  in  developing  the  new  profit  objective 
model.  Since  the  area  categories  were  mutually  exclusive, 
they  could  not  be  grouped  into  the  area  category  of  mis- 
cellaneous which  provides  no  distinguishing  factors  for  the 
new  model  development.  Also  under  area  category  risk,  the 
area  specific  "inventory"  did  not  meet  the  significance 
criteria  established  for  the  content  analysis  model  ?.r.G 
was  therefore  eliminated.  The  elimination  of  these  factors 
is  discussed  further  in  the  corollary  findings  section  of 
Chapter  5- 

In  contrast,  two  area  specifics — capital  "fixed 
assets"  and  special  factors  "cost  (including  overrun  and 
underrun)" — passed  the  25  percent  criteria  test  for  area 
specifics  and  the  five  percent  test  for  area  categories  and 
were  designated  as  additional  area  categories.^"0  These 
findings  give  credibility  to  the  content  analysis  model  and 
the  criteria  test  m their  ability  to  identify  primary  fac- 
tors of  profit  since  the  cost  basis  of  profits  have  been 


^See  Table  2 on  page  47. 
"^See  Table  6 on  page 


discussed  widely  in  the  literature  reviewed  and  some  form 
of  fixed  assets  consideration  in  profit  objectives  has 
been  recommended  frequently. 

The  final  grouping  of  the  area  specifics  within  area 
categories  and  the  central  tendency  analysis  determined  the 
factors  that  influence  profit  (see  Tables  8,  9 and  10). 

These  factors  were  derived  from  the  pilot  study,  the  actual 
data  gathering  using  the  content  analysis  model,  initial 
analysis,  the  frequency  distribution  analysis  in  conjunction 
with  the  criteria  test,  the  central  tendency  analysis  and 
most  important  the  strength  relationship  analysis. 

The  strength  relationships  shown  in  Table  11  have 
the  greatest  potential  to  identify  significant  factors  of 
profit  since  the  semantic  differential  portion  of  the  content 
analysis  model  set  apart  the  factors  which  the  literature  has 
determined  to  influence  profit  the  most.  The  primary  find- 
ing from  Table  11  is  that  the  area  category  of  capital  has 
the  strongest  influence  on  profit  with  17. 2 percent  of  the 
strength  weightings  while  costs  was  second  with  14.6  percent 
of  the  strength  weightings;  the  remaining  rankings  were  risk 
with  11.9  percent,  labor  with  8.0  percent  and  capital  fixed 
assets  with  6.5  percent.  Also,  the  central  tendency  analy- 
sis for  capital  "fixed  assets"  shows  a dispersion  that  tends 
to  give  credibility  to  the  arguments  set  forth  in  Chapter  1 
that  the  present  Government  profit  model  does  not  attend  the 
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needs  of  a contractor’s  invested  capital  or  fixed  capital 
(i.e.,  land,  equipment  and  facilities).  Likewise,  using 
this  same  analysis  technique  for  the  special  factors  "pro- 
fit policy  (contractor)"  and  "market  structure the  dis- 
persion and  weighted  means  are  similar  (see  Table  10)  and 
may  indicate  a relationship  between  a contractor’s  profit 
gaming  strategy  and  the  idiosyncrasies  of  the  defense  mar- 
ket. 

Before  any  conclusions  can  be  made  about  the  data 
analysis  and  findings,  the  limitations  must  be  considered. 

Limitations 

There  are,  of  course,  many  limiting  factors  associ- 
ated with  any  research  data  analysis  section*  the  most 
significant  limitations  in  this  research  effort  are  listed 
below.  » 

1.  Of  the  data  collected,  85. 9 percent  came  from 
Government  sources. 

2.  The  data  collected  through  the  content  analysis 
technique  was  predominantly  sophisticated  nominal  data,  i.e., 
the  strength  and  valence  combination  only  allowed  the  nominal 
data  to  be  put  on  a continuum  from  minus  three  (-3)  to  plus 
three  (+3).  However,  the  strength  relationships  gave  ordin- 
al level  data  (i.e.,  the  factors  can  be  ranked)  with  inter- 
val characteristics  which  allowed  weighted  rankings. 

3.  The  data  was  discrete  as  opposed  to  continuous 
thus  limiting  the  use  of  many  statistical  tests. 
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4.  The  data  collected  did  not  support  two  major 
categories  of  the  content  analysis  model  (i.e.,  subcontracts 
and  Government  support). 

5.  Subjective  interpretation  of  the  frequency  dis- 
tributions, central  tendency  analysis  and  strength  relation- 
ships were  required  to  group  the  primary  factors  that  influ- 
ence profit. 

Conclusions 

Research  question  number  one  was  answered.  The  data 
analysis  and  findings  identified  the  significant  factors 
which  affect  defense  contractors'  profit  as  displayed  in 
Table  8 and  Figure  2.  These  factors  are  again  analyzed  in 
Chapter  4 in  consonance  with  the  analysis  of  the  strength 
relationships  to  develop  the  new  profit  objective  model. 


: 
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MAJOR  CATEGORY 

SUBCATEGORY 

Labor 

Direct  Labor 

Management 

Overhead 

Capital 

Inventory 

ROI 

Operating  Capital 
Net  Book  Value 

Capital  Fixed  Assets 

Risk 

Fixed-Price  Contracts 
Cost  Contracts 
Type  Contract 
( general ) 
Technological 
Financial 

Costs  (including  overrun 
and  underrun) 

Special  Factors 

Renegotiation 
Performance 
Type  of  Contract 
Volume  of  Production 
or  Sales 

Fixed-Price  Contracts 
Profit  Policy 
( Government ) 

Profit  Policy 
( Contractor) 
Termination 
Market  Structure 

Chapter  4 


THE  NEW  MODEL  DEVELOPMENT 


Overview 

The  purpose  of  this  chapter  is  to  investigate  the 
second  research  question.  The  significant  factors  determin- 
ing profit  are  described  in  the  preceeding  chapter.  In 
answering  the  second  research  question  the  significant  fac- 
tors established  in  the  data  analysis  are  used  in  developing 
a new  profit  objective  model.  The  factors  and  weightings 
used  in  the  new  model  are  described  and  explained,  and  a 
rationale  for  incorporation  of  the  factors  is  provided. 


Assumptions 

In  developing  the  new  profit  objective  model  the 
following  assumptions  were  made: 

1.  The  major  factors  of  production,  labor  and 
capital,  were  necessary  elements. 

2.  A model  less  dependent  on  costs  was  desirable. 

3-  A model  developed  on  the  strength  ratings  of  the 
significant  profit  factors  determined  in  the  data  analysis 
was  the  most  logical  approach.  The  content  analysis  not 
only  determined  the  frequency  with  which  various  profit 
factors  were  mentioned  but  also  measured  the  strength  of  the 
relationship  between  the  factor  and  profit.  The  sum  of  the 
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strength  rating  for  each  factor  was  then  used  to  establish 
the  relative  importance  among  the  various  factors. 

4.  The  standard  for  adequacy--the  prime  rate — is 
readily  available  from  the  Federal  Reserve  Bulletin,  and 
represents  the  minimum  rate  of  return  for  investment  deci- 
sions (18:201). 

5.  Inputs  for  the  model  are  readily  available  from 
existing  contractor  accounting  systems. 

6.  Government  forms  developed  for  the  "Capital 
Employed  Method,"  DPC  74-1,  can  be  used  by  contractors  to 
submit  data  in  a usable  format. 

7*  The  new  profit  objective  model  will  be  applicable 
to  contracts  which  require  contractor  cost  data  (i.e.,  con- 
tracts $100,000  and  over). 

8.  The  frequency  times  strength  of  the  various  area 
specifics  and  aggregates  for  the  area  categories  provides 
data  with  interval  characteristics.  For  the  purpose  of 
developing  weightings  to  be  used  on  the  new  model  the  factor 
strengths  were  aggregated  and  divided  to  provide  relative 
weightings.  In  so  doing,  each  factor  in  the  new  model  has 
a relative  weighting  that  maintains  the  strength  ratings 
developed  by  the  content  analysis  model. 

The  Model 

The  new  model  is  essentially  a return  on  investment 
model  which  incorporates  a methodology  for  capitalizing 
labor  resources.  The  model  is  based  on  providing  a fair 
return  on  the  contractor  resources  employed  in  Government 
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contracting.  The  model  is  dependent  on  costs  to  the  extent 
of  the  labor  capitalizations.  The  standard  selected  to 
represent  an  "adequate"  return  was  the  average  prime 
interest  rate  for  the  previous  six  months.  The  prime  rate 
was  selected  because  this  rate  is  recognized  in  the  busi- 
ness world  as  the  minimum  return  necessary  to  allow  a busi- 
ness access  to  the  capital  markets  (18:196-7).  To  have 
access  to  these  capital  markets  the  profits  must  be  "net 
profits"  and  for  this  reason,  the  profits  calculated  are 
adjusted  for  the  current  tax  rate. 

The  model  established  a capital  base  from  the  labor 
and  capital  categories  analyzed  as  significant  in  the  data 
analysis.  In  terms  of  weighting  based  on  strength  rating, 
the  factors  of  capital  were  three  times  stronger  than  the 
factors  of  labor  and  this  relative  weighting  was  maintained 
in  development  of  the  model.  In  the  content  analysis  model 
both  "return  on  investment"  (ROI)  and  "net  book  value"  were 
coded  whenever  they  were  used  in  the  literature  as  having  a 
direct  effect  on  profit.  For  purposes  of  the  new  profit 
model,  these  terms  were  considered  synonymous,  and  ROI  was 
considered  as  return  on  total  capital  invested  (TCI).  The 
other  significant  factors  established  by  the  data  analysis 
under  the  capital  area  category  (i.e.,  "inventory,"  "operat- 
ing capital"  and  "fixed  assets")  were  incorporated  as 
capital  factors  in  the  capital  base  structure.  It  might  be 
noted  from  the  data  analysis  that  "fixed  assets"  met  the 
criteria  for  a separate  category,  but  in  building  the  model 


it  represented  a natural  part  of  TCI  and  for  this  reason 
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"fixed  assets"  was  grouped  with  the  other  capital  factors 
under  the  title  "facilities  capital."  "Facilities  capital" 
was  identified  in  the  model  as  land,  buildings  and  equip- 
ment. 

The  other  part  of  the  capital  base  involves  the 
factors  of  "direct  labor,"  "management"  and  "overhead." 

The  "engineering,"  "manufacturing"  and  "technical  skills" 
were  grouped  together  to  form  the  direct  labor  pool.  Al- 
though "technical  skills"  was  a significant  subcategory  and 
"engineering"  and  "manufacturing"  labor  were  not,  the  term 
"technical  skills"  was  encountered  in  a general  context 
where  it  could  apply  to  either  "engineering"  or  "manufactur- 
ing” labor.  To  create  a simple  model  and  circumvent  this 
definitional  problem  the  subcategory  of  "direct  labor"  was 
established  to  cover  all  labor  categories.  The  other  sig- 
nificant subcategories  of  "management"  and  "overhead"  were 
incorporated  as  labor  factors  in  the  capital  base. 

II  i: 


PROFIT  MODEL 


A.  LABOR  CAPITAL  FACTORS  COST 

1.  Direct  labor  

2.  Management  

3.  Overhead  


B.  OTHER  CAPITAL  FACTORS 

4.  Inventory/purchased 

parts  

5.  Operating  capital 

requirements  

6.  Facilities  capital 

a . Land  

b.  Buildings  

c.  Equipment  

Total  Facilities  Capital  

Total  Adjusted  Capital  Base 

Adjustments  to  average  prime  rate 

Risk  -2.4 $ to  + 2.4$ 

Performance  -1.0$  to  + 1.0$ 

Net  adjustments  to  prime  rate 


ADJUSTED 

CAPITAL 

WEIGHT  BASE 


X .57 
X .43 
X .24 


x .52 

X 1.0 
X 2.C) 


Average  Prime  Rate  + Net  Adjustments  = Adjusted  Profit  Rate 


(Total  Adjusted  Capjtal_Base )( Adjusted  Profit  Rate) _ Target 


Tax  Rate) 


Profit 


Explanation  of  the  Model 

The  model  is  designed  to  provide  a contractor  doing 
business  with  the  Government  a "fair"  or  "adequate"  return 
on  his  investment.  In  order  to  determine  adequacy  of  pro- 
fits, a standard  must  be  developed  by  which  the  profit  objec 
tives  can  be  measured.  To  receive  the  adequate  profit,  a 
contractor  must  meet  certain  minimum  criteria.  This  model 
will  use  the  average  prime  rate  for  the  six-month  period 
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prior  to  negotiations  as  the  profit  standard  for  reasons 
described  earlier. ^ The  prime  rate  data  will  be  obtained 
from  the  most  current  Federal  Reserve  Bulletin.  The  cri- 
teria for  determining  award  of  the  average  prime  rate  are 
incorporated  into  the  "risk"  and  "performance"  adjustment 
factors.  The  adjustment  factors  act  as  standards  against 
which  decisions  are  made  concerning  the  application  of  the 
prime  rate. 

The  investment  base  for  this  model  consists  of 
"labor"  and  "other"  capital  factors.  The  factors  included 
in  the  model  represent  significant  categories  established 
in  the  data  analysis.  Not  all  significant  categories  were 
incorporated  into  the  model  and  this  fact  is  discussed 
later  in  the  chapter. 

The  weightings,  established  for  the  various  factors 
of  capital,  were  derived  from  the  relative  importance  cal- 
culated in  the  data  analysis  and  Government  objectives  in 
contractor  motivation.  The  six  weighted  factors  of  capital 
were  first  analyzed  to  determine  the  relative  strength  among 
themselves  within  their  area  category  based  on  the  strength 
relationships.  For  example,  in  the  labor  category,  "direct 
labor,"  "management"  and  "overhead"  had  strength  ratings  of 
52,  38,  and  23  respectively  (see  Table  12).  The  relative 
strength  of  these  ratings  to  each  other  was  46  percent, 

33*6  percent  and  20.4  percent  respectively.  The  total 

1See  page  76. 
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Table  12 


Consolidated  Strength  Relationships 


AREA  CATEGORY 

AREA  SPECIFIC 

STRENGTH 

Labor 

Direct  Labor 

52 

Management 

38 

Overhead 

23 

Other 

JL 5 

TOTALS 

158 

Capital 

Inventory 

33 

Operating  Capital 

65 

Fixed  Assets 

128 

Other 

240 

TOTALS 

466 

Risk 

Type  Contract 

171 

Financial 

42 

Technological 

21 

Other 

123 

TOTALS 

357 

Performance 

147 

AGGREGATE  TOTAL 

1128 

strength  rating  for  all  labor  cases  was  158.  The  relative 
strength  of  the  three  labor  factors  was  applied  to  the  total 
labor  strength  base  (158)  to  provide  an  adjusted  weighted 
strength  rating  for  each  factor  "direct  labor,"  "management" 
and  "overhead. " Similar  calculations  were  performed  on  "other 
capital  factors"  (see  Table  13).  All  of  the  six  adjusted 
weighted  strength  factors  were  summed  and  each  factor  was 
divided  by  the  sum  to  determine  the  overall  relative 
strengths  as  follows: 
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evidenced  by  the  disallowance  of  interest  expense  and, 
therefore,  no  premium  was  placed  on  this  factor.  Weightings 
for  the  other  factors  were  computed  relative  to  "operating 
capital"  and  are  evidenced  in  the  model  (see  Table  14). 

Table  14 


Relative  Strength  Relationships  of  Capital  Factors 


CAPITAL  FACTORS 

ADJUSTED  STRENGTH  RELATIVE 
WEIGHTINGS  STRENGTH 

WEIGHTING 

Direct  Labor 

73 

12%  - 

21% 

• 57 

Management 

53 

9%  - 

21% 

.43 

Overhead 

32 

5%  - 

21% 

.24 

Inventory 

68 

11% 

21% 

• 52 

♦Operating  Capital 

134 

21% 

- 21% 

1.00 

Facilities  Capital 

264 

>+2% 

- 21% 

2.  00 

♦STANDARD— All  other 
standard. 

factors  weighted 

relative  to 

the 

The  sum  of  risk  and  performance  at  their  extreme 
adjustment  levels  can  cause  a variation  of  ±3.4  percent  to 
the  average  prime  rate.  When  the  strength  ratings  of  capi- 
tal, risk  and  performance  are  summed  the  total  is  1128. 

Risk  and  performance  represent  45  percent  of  this  total. 

The  variation  of  ±3.4  percent  should  represent  approximately 
40  to  50  percent  of  the  average  prime  rate.  An  investiga- 
tion of  prime  rates  by  month  from  January  1971  through  May 
1976,  a period  of  65  months,  indicated  an  overall  average 
prime  rate  of  7-44  percent.  A variance  of  3.4  percent  from 
the  average  represents  45  percent  of  the  rate.  For  this 
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reason  the  total  effect  of  risk  and  performance  was  estab- 
lished at  3*4  percent.  Risk  factors  and  performance  fac- 
tors had  a total  strength  rating  of  504.  The  relative 
strength  of  risk  factors  to  performance  factors  was  2.4«1 
(357/147,  see  Table  12).  This  relationship  was  maintained 
in  the  adjustment  factors.  Within  the  risk  factors,  type 
of  contract,  financial,  and  technological  represented  73 
percent,  18  percent  and  9 percent  respectively  (see  Table 
13)*  These  relationships  were  maintained  in  the  weighting 
factors  assigned.  The  rates  on  risk  and  performance  could 
have  been  tied  to  the  average  prime  rate  on  a percentage 
basis  but  this  would  complicate  the  model  unnecessarily. 

In  the  present  WGL  model,  direct  labor  factors 
engineering  and  manufacturing  are  weighted  at  12  percent 
and  7*5  percent  respectively  with  an  average  rating.  Over- 
head for  these  two  factors  are  weighted  at  7.5  percent  and 
5-5  percent  respectively.  Management  labor  is  not  specific- 
ally identified  and,  of  course,  no  capital  factors  are  in- 
cluded. Each  factor  of  cost  is  given  a weighting,  and 
these  weightings  are  summed  and  divided  by  the  total  cost 
base.  The  contractor's  greatest  prospect  for  profit  lies 
in  high  labor  costs  (see  Appendix  A).  The  average  for  CITP 
is  approximately  seven  percent  as  determined  by  the  "Profit 
76"  studies.  The  average  cost  risk  and  performance  factors 
are  3.5  percent  and  .89  percent  respectively  (7).  The 
relationship  of  the  CITP,  cost  risk  and  performance  factors 
to  each  other  as  a percent  is  6l  percent,  30  percent  and 
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eight  percent  respectively.  Selected  Factors  and  Special 
Profit  Considerations  make  up  another  one  percent  of  the 
W3L  total. 

In  the  new  profit  objective  model,  elements  of  cost 
(direct  labor,  management  and  overhead)  account  for  only 
26  percent  of  the  capital  base.2  Capital  factors  (inven- 
tory, operating  capital  and  facilities  capital)  make  up  74 
percent  of  the  capital  base.  The  factors  "risk”  and  "per- 
formance" can  have  a maximum  influence  of  32  percent  and  13 
percent  respectively.  In  the  new  model,  however,  "risk" 
and  "performance"  are  used  as  standards  for  determining 
adjustments  to  the  prime  rate.  If  adequate  risk  is  assumed 
and  past  performance  is  satisfactory,  these  factors  have  no 
effect  on  the  prime  rate  applied  to  the  profit  objective. 

In  analyzing  the  data  from  the  content  analysis  the 
special  factors  area  category  was  expanded  from  11  subcate- 
gories to  20.  Of  the  twenty  subcategories,  nine  were 
evaluated  as  significant  according  to  the  established  cri- 
teria. Each  of  the  nine  significant  subcategories  was 
evaluated  for  possible  inclusion  in  a practical  model  with 
the  following  results* 

1.  Renegotiation — was  considered  too  broad  an  area 
with  many  factors  influencing  the  need  for  renegotiation. 
These  influencing  factors  are  determined  after  contract  com- 
pletion and,  therefore,  provide  little  help  in  establishing 

2 

See  page  82. 
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profit  objectives.  This  factor  was  not  considered  prac- 
ticable for  inclusion  in  the  model. 

2.  Performance — was  incorporated  into  the  model  as 
an  adjustment  factor  to  the  average  prime  rate. 

3.  Volume  of  Product ion/ Sales — there  was  no  appar- 
ent application  for  this  factor  in  the  model. 

4.  Profit  Policy  (Government) — this  factor  repre- 
sented Government  policy  changes  and  their  effect  on  profit. 
These  changes  may  be  initiated  by  the  executive  or  legisla- 
tive branches  of  the  Government.  The  changes  are  unpredic- 
table and  generally  outside  the  control  of  the  procuring 
agency  or  the  contract  and,  therefore,  this  factor  was  not 
used. 

5.  Profit  Policy  (Contractor) — this  factor  included 
certain  contractor  motivations  such  as  company  growth,  firm 
perpetuation,  sales  maximization,  socio/political  goals  which 
tend  to  override  profit  maximization  in  certain  short -run 
situations.  Since  these  factors  are  invoked  by  business 
managers  in  light  of  the  specific  business  environments,  the 
Government  is  not  in  a position  to  know  or  incorporate  such 
motivations  into  a profit  objective  model.  Therefore,  this 
factor  was  not  used. 

6.  Termination — another  factor  that  is  unpredictable 
and  subject  to  a myriad  of  political,  economic  and  technical 
considerations.  This  factor  was  not  considered  practicable 
for  incorporation  into  the  model. 

7.  Market  Structure — was  a factor  that  referred  to 


several  different  structures  and  the  effect  on  resulting 
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profits.  Many  contractors  operate  simultaneously  in  dif- 
ferent market  structures.  Additionally,  the  problem  of 
identifying  the  specific  boundries  between  different  mar- 
ket structures,  if  possible,  would  be  a complex  and  uncom- 
prehensible  task  for  most  procurement  personnel.  For  these 
reasons  the  topic  was  considered  too  diffused  for  inclusion 
into  the  model. 

8.  Type  of  Contract/Fixed  Price — this  factor  was 
mentioned,  without  reference  to  risk,  frequently  enough  to 
result  in  a significant  subcategory.  Since  the  only  treat- 
ment of  contract  type  was  established  under  risk  it  was  con- 
sidered logical  to  incorporate  this  factor  with  the  fixed- 
price  risk  factor,  and  this  was  accomplished. 

9.  Type  of  Contract/General — as  in  Number  8 above, 
this  factor  was  incorporated  with  the  type  of  contract 
(general)  under  risk. 

10.  Costs — this  factor  was  identified  as  having 
major  category  significance.  It  was  not  unexpected  that 
this  factor  was  identified  as  affecting  profit  since  cost 
was  discussed  earlier  in  this  research  as  a major  criticism 
of  the  present  profit  policy.  Since  one  of  the  objectives 
of  the  research  was  to  develop  a profit  model  less  depen- 
dent on  cost,  this  factor  was  not  directly  incorporated  into 
the  model. 
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The  Government  objective  for  total  direct  labor 


cost  shall  be  used  in  Item  The  individual  mix  of 


labor  skills  need  not  be  specifically  discussed  or  negotia- 


ted. The  total  number  of  hours  within  the  labor  mix  need 


not  be  specifically  agreed  upon.  The  cost  used  for  Item  1 


will  simply  reflect  the  agreed  upon  lump  sum  cost  for  the 


expected  direct  labor  effort. 


The  management  cost  (Item  2)  shall  include  all 


identified  direct  charging  management  costs  and  the  appro- 
priate amount  of  allocated  indirect  management  to  be  deter- 
mined through  Administrative  Contracting  Officer  (ACO) 
review,  Defense  Contract  Audit  Agency  (DCAA)  review,  and 


negotiation. 


The  overhead  cost  (Item  3)  shall  include  the  appro- 


priate allocated  charges,  excluding  all  management  person- 


nel, to  be  determined  by  the  ACO,  DCAA  and  negotiation. 


The  inventory  requirements  for  the  contract  shall 
be  extracted  from  the  DD  Form  1858  or  DD  Form  1859.  The 


forms  were  developed  for  the  capital  employed  method  and  are 
incorporated  and  described  in  DPC  74-1. 


The  procedures  developed  in  the  Capital  Employed 
Method,  DPC  74-1,  for  reporting  and  estimating  elements 


of  capital  are  extracted  for  use  in  this  model  where 


^See  page  79* 
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appropriate.  The  following  paragraphs  describe  the  operat- 
ing capital  and  fixed  assets  factors  of  the  model. 

The  amount  entered  under  operating  capital  (Item  5) 
shall  include  the  net  current  assets  necessary  for  financ- 
ing the  performance  of  Federal  Government  contracts,  less 
those  assets  identified  for  inventory  and  purchased  parts. 


. . . The  Operating  Capital  estimate  for  a proposed 
contract'  action  shall  be  derived  from  the  historical 
accounting  data  of  a Profit  Center  unless  one  of  the 
following  conditions  exist* 

(i)  the  Profit  Center  has  no  negotiated  con- 
tract experience  for  the  last  completed 
contractor  fiscal  year,  for  the  contract 
type  (either  cost  type  or  fixed  price 
type)  to  be  usedi  or 

(ii)  the  average  annual  estimated  cost  of  the 
contract  is  greater  than  50J&  of  the  Profit 
Center's  annual  cost  incurred  for  that 
contract  type  (cost  or  fixed  price)  in  the 
last  completed  fiscal  year*  or 

(iii)  the  Profit  Center  was  during  the  last  com- 
pleted fiscal  year,  transferred  from  one 
DoD  component  to  another  for  contract  ad- 
ministration cognizance  and/or  payment 
action. 

When  any  of  the  above  conditions  exists,  the  con- 
tractor shall  be  required  to  project  operating 
capital  requirements. 

Historical  Data  Method. 

X. DD  Form  1858  "Profit  Center  Historical 
Operating  Capital"  shall  be  utilized  by  contractors 
to  report  the  required  account  average  balances  re- 
corded in  the  Profit  Center's  historical  accounting 
records  separately  for  cost  type  and  fixed  price 
type  contracts  for  both  prime  and  subcontract  Fed- 
eral Government  business.  This  financial  data  shall 
include  transactions  attributable  to  all  Government 
subcontracts  being  performed  by  the  Profit  Center. 

2.  Section  I of  DD  Form  1858  will  normally 
be  completed  by  a contractor  annually,  within  6o 
days  following  the  close  of  the  contractor's  last 
completed  fiscal  year,  and  shall  be  used  by  all  DoD 
procurement  activities  to  estimate  operating  capi- 
tal requirements  for  the  entire  performance  period 
of  a contemplated  contract  action.  Section  II  of 
DD  [Form]  1858  shall  be  completed  by  the  Contract- 
ing Officer  using  his  own  cost  objectives  at  the 
time  of  the  pre -negotiation  profit  evaluation.  For 
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definitization  of  a letter  contract,  the  latest 
complete  contractor  fiscal  year  available  at  the 
time  the  definitive  contract  is  negotiated  shall 
be  used  to  estimate  the  Operating  Capital  require- 
ments for  the  entire  performance  period  of  the 
contract. 

2*  Annual  costs  incurred  are  to  be  reported 
separately  for  cost  and  fixed  price  type  contracts. 
Annual  costs  incurred  are  the  total  costs  allowed  or 
allowable  under  ASPR  Section  XV,  Part  2. 

Jfc.  All  Federal  Government  work  shall  be  in- 
cluded in  calculating  the  amounts  reported  on  DD 
Form  1858. 

b.  Projected  Method.  When  it  is  necessary  that 
Operating  Capital  requirements  be  estimated  on  an 
individual  contract  projection  basis  . . . the  con- 
tractor shall  complete  DD  Form  1859  "Contract  Average 
Operating  Capital  Projection"  in  lieu  of  DD  Form 
1858.  This  method  estimates  the  Operating  Capital 
requirements  on  the  basis  of  the  cost  incurrence, 
delivery,  and  payment  schedules  anticipated  for  an 
individual  contract  action.  Consequently,  contract 
Operating  Capital  estimates  on  DD  Form  1859  shall 
be  consistent  with  other  related  proposal  data  for 
that  contract  and,  to  a large  degree,  should  be  a 
by-product  of  this  data.  Justification  for  using 
this  alternative  method  of  estimating  a contract's 
Operating  Capital  requirements  shall  be  furnished 
with  the  DD  Form  1859  as  part  of  the  proposal 
package  [28«10-ll]. 

The  section  of  DPC  7^-1 » Capital  Employed  Method, 
dealing  with  facilities  capital,  is  with  minor  adjustments, 
completely  adequate  for  use  with  the  new  model.  The  follow- 
ing is  a replication  of  the  DPC  7^-1  Capital  Employed 
Method,  Facilities  capital  section,  with  the  minor  modifi- 


cations incorporated! 

S Facilities  capital  shall  include]  . . . land, 
ings,  machinery,  equipment,  vehicles,  tools, 
patterns  and  dies,  furniture  and  fixtures,  and 
similar  capitalized  property  having  a physical  or 
bodily  substance.  All  reported  Facilities  Capital 
shall  be  classified  into  one  of  the  categories  as 
described  belowt 

(i)  Land  - Includes  non-depreciable  real  es- 
tate and  related  non-depreciable  im- 
provements and  property  rights,  including 
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land  leasehold  improvements  that  are  sub- 
ject to  amortization. 

(ii)  Buildings  - Includes  depreciable  real 

estate  and  related  depreciable  improve- 
ments, including  building  leasehold 
improvements  that  are  subject  to  amorti- 
zation. 

(iii)  Equipment  - Includes  all  reported  Facili- 
ties  Capital  other  than  that  classified 
as  Land  or  Buildings,  including  all 
improvements  not  included  in  (i)  or  (ii) 
above  that  are  subject  to  amortization. 
The  estimate  of  Facilities  Capital  to  be 
employed  in  the  performance  of  a proposed  contract 
action  is  derived  from  "Overall  Profit  Center" 
facilities  capital  data  projected  by  the  contrac- 
tor. 

c.  DD  Form  i860  "Profit  Center  Facilities 
Capital  Projection"  shall  be  used  by  the  contrac- 
tor to  project  estimated  book  values  of  fixed 
assets  to  be  employed  by  a Profit  Center  in  the 
conduct  of  all  its  business,  including  non-Federal 
Government  work.  A separate  Form  i860  shall  be 
prepared  for  each  contractor  fiscal  year  during 
which  Government  contract  performance  is  antici- 
pated. Regardless  of  whether  a contractor  sub- 
mits operating  capital  data  on  DD  F'  1858  or 
1859 i DD  Form  i860  shall  be  used  for  Facilities 
Capital  projections.  Submission  of  Forms  1858 
and  i860  will  be  initiated  under  the  same  circum- 
stances as  Forward  Pricing  Rate  Agreements  (see 
[ASPR]  3-807- 12(b) ) , and  will  normally  be  sub- 
mitted and  evaluated  as  complementary  documents 
and  procedures.  If  this  procedure  is  not  applic- 
able, submissions  may  be  made  annually  or  with 
individual  contract  pricing  proposals,  as  agreed 
to  by  the  contractor  and  tne  cognizant  ACO. 

<J.  Facilities  Capital  to  be  reported  for 
this  purpose  shall  include  only  those  tangible 
fixed  assets  (i)  used  in  the  regular  business 
activities  of  a Profit  Center,  (ii)  not  intended 
for  sale,  (iii)  capitalized  on  the  books  in 
accordance  with  the  contractor's  accepted  ac- 
counting system,  and  (iv)  that,  except  for  land, 
are  subject  to  an  allowable  depreciation  or 
amortization  expense  in  accordance  with  the  con- 
tractor's accepted  accounting  system.  Leasehold 
improvements  (as  distinguished  from  the  lessor's 
real  or  personal  property)  and  ADP  [Automated 
Data  Processing]  system  software  that  meet  the 
criteria  of  (i)  through  (iv)  above  shall  be  re- 
ported as  Facilities  Capital.  All  other  re- 
corded intangible  fixed  assets,  either  subject 
to  amortization  (e.g. , patents,  copyrights, 


franchises),  or  not  subject  to  amortization 
(e.g. , goodwill,  trademarks)  shall  not  be  re- 
ported as  Facilities  Capital. 

e.  Facilities  Capital  is  the  total  net  book 
values  of»  (i)  all  contractor-owned  fixed  assets 
recorded  on  the  books  of  the  Profit  Center,  (ii) 
all  leased  fixed  assets,  under  control  of  the 
Profit  Center,  when  constructive  costs  of  owner- 
ship of  such  fixed  assets  have  been  allowed  in 
lieu  of  rental  costs,  and  (iii)  an  allocable 
share  of  general  purpose  assets  of  the  nature  of 
(i)  and  (ii)  above  which  are  held,  or  controlled 
by  the  corporation  outside  the  Profit  Center. 

Net  book  values  reported  for  each  year  are  after 
amortization  and  depreciation  allowable  under 
Section  XY,  Part  2,  and  are  the  average  of  the 
beginning  and  ending  final  year  balances.  The 
reported  net  book  values  of  facilities  available 
to  a contractor  for  less  than  a full  fiscal  year's 
depreciation,  or  amortization  should  be  reported 
on  an  annualized  basis. 

f.  The  projection  of  facilities  (land,  build- 
ings, and  equipment)  book  values  and  overhead  allo- 
cation bases  is  an  integral  part  of  a contractor's 
overhead  rate  forecasting  process.  Therefore,  pro- 
jections of  Facilities  Capital  data  and  allocation 
bases  on  DD  Form  i860  shall  be  consistent  with  the 
data  base  used  by  a contractor  for  overhead  rate 
forecasting.  For  example,  net  book  values  of  fixed 
assets  reported  on  DD  Form  i860  shall  be  the  same 
values  that  generate  related  depreciation  expenses 
in  projected  overhead  pools,  and  the  Facilities 
Capital  allocation  bases  shall  be  reconcilable 
with  the  bases  projected  for  overhead  rate  pricing 
purposes. 

g.  If  a Forward  Pricing  Rate  Agreement  for 
overhead  rates  has  been  negotiated,  the  inclusion 
or  exclusion  of  net  book  value  for  . . . [the  pro- 
fit model]  determinations  shall  be  consistent  with 
the  allowability  or  unallowability  of  costs  gener- 
ated by  those  facilities,  for  overhead  and  pricing 
purposes.  For  example,  if  costs  of  excess  facili- 
ties have  been  disallowed  in  forward  pricing  rates, 
the  value  of  those  same  facilities  shall  be  ex- 
cluded from  the  capital  base.  The  file  shall  con- 
tain similar  information  relative  to  the  overhead 
and . Facilities  Capital  allocation  bases.  When 
audited  overhead  data  are  used  for  contract  pric- 
ing, both  the  audit  report  recommendations  and 
subsequent  contract  pricing  negotiations  shall 
treat  the  facilities  values  and  allocation  bases 
reported  on  DD  Form  i860,  and  the  related  facili- 
ties expenses  and  bases  contained  in  the  overhead 
rate(s)  proposal  on  a consistent  basis. 
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h.  In  either  of  the  above  methods  for  allo- 
cating indirect  expenses  to  individual  contracts, 
overhead  rates  often  are  arrived  at  on  an  ,,overall,, 
basis,  i. e. , without  settlement  of  individual  ele- 
ments of  the  overhead  cost  proposal.  Under  such 
circumstances  it  will  be  necessary,  when  establish- 
ing a. contract  profit  objective,  for  the  Government 
negotiators  to  estimate  any  adjustments  to  the  pro- 
posed Facilities  Capital  data  considered  appro- 
priate. Also,  when  an_ advance  agreement  covering 
the  cost  of  idle  facilities  or  idle  capacity  exists 
for  a contractor  Profit  Center,  the  fixed  asset 
values  reported  on  DD  Form  i860  shall  be  consistent 
with  the  provisions  of  such  agreement. 

i.  Leased  property  is  a special  case.  If 
full  rental  costs  have  been  accepted  in  overhead 
pools,  no  capitalized  value  shall  be  recognized. 

If  rental  costs  have  been  limited  to  the  construc- 
tive cost  of  ownership,  the  constructive  value  of 
the  leased  property  shall  be  recognized.  When 
contractors  enter  into  a long-term  lease  of  proper- 
ty whereby  the  conditions  of  such  lease  require 
the  advance  payment  by  the  tenant  to  the  lessor  of 
the  total  rental  amount  for  the  cumulative  term  of 
the  lease,  such  prepaid  rental  payments  made  by 
the  contractor  under  a long-term  lease  shall  be 
treated  similarly  to  contractor-owned  fixed  assets 
and  a capitalized  value  of  the  prepayment  shall  be 
included  in  the  category  of  "Leased  Property"  on 
the  DD  Form  i860,  provided  that  the  lease  payments 
are  otherwise  considered  allowable  under  [ASPR] 
Section  XV.  The  capitalized  value  reported  for 
each  year  shall  be  the  average  of  the  prepaid 
lease. account  for  the  year,  except  when  such  leased 
facilities  were  available  for  only  a portion  of  the 
year;  in  those  circumstances,  an  annualized  (see 
above)  prepayment  amount  shall  be  reported.  In  the 
event  any  leased  fixed  assets  are  included  as  Fa- 
cilities Capital,  a separate  attachment  to  DD  Form 
i860  shall  show  the  following  information* 

(i)  Description  of  the  asset 

(ii)  Initial  valuation  of  leased  property  and 
basis  for  value 

(iii)  Amortization  Schedule 

(iv)  Net  book  value  included  on  DD  Form  i860 

(v)  Identification  of  Government  authority 
and  date  when  determination  was  made  to 
allow  only  the  constructive  cost  of 
ownership  for  the  asset,  in  lieu  of  full 
lease  or  rental  costs.  (Not  applicable 
in  case  of  prepaid  leases. ) 

j. .  A Profit  Center  is  defined  for  this  purpose 
as  the  lowest  accounting  level  (e.g.,  division, 
plant,  product  line)  for  which  the  balance  sheet 
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items  of  accounts  receivable,  inventory,  accounts 
payable,  and  tangible  fixed  assets  (land,  build- 
ings and  equipment)  are  available. 

k.  A Productive  Burden  Center  is  the  account- 
ing level  within  a Profit  Center  for  which  over- 
head rates  are  calculated  for  distribution  of  in- 
direct costs.  The  Productive  Burden  Center  structure 
listed  on  DD  Form  i860  shall  be  compatible  with  that 
used  for  pricing  purposes  on  the  contractor's  cost 
proposal  (DD  Form  633).  DD  Form  i860  shall  include 
all  Productive  Burden  Centers  in  the  Profit  Center, 
without  regard  to  the  proportions  of  Government  and 
commercial  business  involved.  Contractors  utilize 
various  methods  of  overhead  pooling  and  distribution 
bases,  sometimes  with  multiple  allocations  between 
pools.  When  an  elaborate  overhead  allocation  sys- 
tem is  utilized,  or  when  there  are  a large  number  of 
Productive  Burden  Centers  within  a Profit  Center, 
contractors  axe  encouraged  to  consolidate  and  simpli- 
fy allocation  of  Facilities  Capital  to  a limited 
number  of  allocation  bases.  However,  any  consoli- 
dated structure  used  shall  be  compatible  with  the 
contractor's  cost  breakdown,  so  that  consolidated 
Facilities  Factors  can  be  equitably  applied  to 
appropriate  contract  allocation  bases  (see  DD  Form 
1861). 

l.  Service  or  support  centers  axe  cost  centers 
for  the  collection  of  costs  for  performing  specific 
functional  services,  e.g. , data  processing  center, 
plant  services,  administrative  services,  or  wind 
tunnel  facility.  The  fixed  asset  values  of  service 
or  support  centers  whose  costs  are  allocated  to  con- 
tracts through  a G&A  expense  rate  may  be  treated 
similarly  to  a Productive  Burden  Center  or  handled 
in  accordance  with  the  "undistributed"  definition 
below.  When  service  or  support  center  costs  are 
occasionally  charged  direct  to  customers  on  a use 
charge  basis,  e.g.,  computer  direct  charge,  the 
fixed  asset  values  shall  be  handled  similarly  to  a 
Productive  Burden  Center  as  defined  above. 

m.  Distributed  Facilities  is  the  net  book 
value  of  all  fixed  assets  that  are  identified  in  the 
plant  records  as  wholly  assigned  to  a Productive 
Burden  Center.  Such  identification  usually  results 
in  related  charges  (e.g.,  depreciation  of  taxes) 
direct  to  the  using  burden  center.  When  some  costs 
of  a service  or  support  center  are  charged  direct 

to  customers  on  a "use  charge"  basis  (e.g.,  computer 
center),  the  assets  of  such  center  shall  be  alloca- 
ted between  "distributed"  and  "undistributed"  assets 
in  the  ratio  that  the  service  or  support  center 
direct  charges  bear  to  the  indirect  charges. 


95 


n.  Undistributed  Facilities  is  the  net  book 
value  of  all  fixed  assets  which  are  not  specific- 
ally assigned  to  a Productive  Burden  Center  (e.g. , 
housekeeping  and  general  service  equipment,  land, 
or  general  plant  buildings),  and  that  portion  of 
corporate  fixed  assets  that  are  allocable  to  the 
Profit  Center  (e.g.,  general  office  equipment, 
corporate  headquarters,  and  land).  Undistributed 
assets  are  allocated  to  Productive  Burden  Centers 
on  any  reasonable  basis  that  approximates  the 
actual  absorption  of  the  related  costs  of  such 
assets. 

o.  Allocation  Bases  are  the  direct  input 
bases  (e.g. , direct  labor  dollars,  direct  labor 
hours,  direct  material  dollars  or  machine  hours) 
projected  to  be  incurred  in  or  by  each  Produc- 
tive Burden  Center  (including  service  or  support 
centers)  for  the  purpose  of  allocating  overhead 
costs  or  use  charges.  As  stated  in  paragraph  f. 
above,  the  estimated  allocation  base  projected 
for  the  . . . [profit  model]  computation  shall 

be  consistent  with  the  base  projected  for  estimat- 
ing overhead  expense  rates  of  each  burden  center. 

In  addition,  when  a Productive  Burden  Center 
allocation  base  estimated  for  overhead  rate  pur- 
poses normally  includes  the  efforts  to  be  expended 
in  the  accomplishment  of  IR&D  [independent  Re- 
search & Development]  and  B&P  [Bid  & Proposal] 
tasks,  the  allocation  base  for  this  profit  on 
capital  computation  shall  exclude  such  efforts. 

Such  allocation  base  exclusions  (e.g.,  engineer- 
ing direct  labor  dollars,  model  shop  direct  labor 
hours)  shall  be  consistent  with  the  estimated 
amounts  of  these  bases  used  in  establishing  the 
allowable  costs  under  either  an  advance  agreement 
or  a formula  computation  [281II-15]. 

Line  seven  (7)  through  ten  (10)  of  the  DD  Form  1861  need  not 

be  completed.  The  individual  totals  from  line  six  (6)  (DD 

Form  1861),  land,  buildings,  equipment,  shall  be  entered  on 

lines  six  a (6a),  six  b (6b)  and  six  c (6c)  of  the  model. 

After  the  total  adjusted  capital  base  has  been 
established,  the  next  consideration  is  adjustments  to  the 
average  prime  rate.  Of  the  two  adjusting  factors,  risk 
shall  be  determined  first.  The  total  adjustment  attributed 
to  risk  factors  ranges  from  -2.4  percent  to  +2.4  percent. 
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Of  this  total  the  type  of  contract  would  account  for  1.8 
percent  in  either  direction,  plus  or  minus.  The  following 
contracts  and  weightings  are  suggested  as  a guide  but  the  PCO 
may  consider  other  factors  in  selecting  the  final  weight: 


FFP +1.4  to  1.8^ 

FPI- — Cost  + Performance  + 

Schedule  Incentives +1.0  to  1.*$ 

FPI Cost  + Performance  or 

Schedule  Incentives + .5  to  1.0 % 

FPI Cost  Only 0 to  .Jfo 

CPIF — Cost  + Performance  + 

Schedule  Incentives  . . . . . - .5  to  +.5$ 

CPIF — Cost  + Performance  or 

Schedule  Incentives -1.0  to  -.5% 

CPIF — Cost  Incentives  Only  . . . . -1.4  to  -1.0?? 

CPFF -1.8  to  -1.^ 


Financial  risk  could  account  for  .4  percent  in 
either  direction,  plus  or  minus.  Factors  affecting  a nega- 
tive rating  would  include  amount  of  Government  equipment  and 


facilities  provided,  progress  payments,  and  other  Government 
financial  assistance.  Factors  affecting  a positive  rating 
would  be  lack  of  progress  payments,  lack  of  borrowing  and 
reasonableness  of  cost  estimates. 

Technological  risk  could  account  for  .2  percent  in 
either  direction,  plus  or  minus.  Factors  affecting  this 
rating  would  be  evaluated  in  a continuum  of  technological 
requirements.  At  the  end  of  the  continuum  receiving  a +.2 
percent  would  be  the  situation  where  the  contract  involves 
or  requires  a breakthrough  in  the  state-of-the-art.  At  the 
other  end  of  the  continuum  would  be  the  contract  for  "off- 
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The  second  adjusting  factor  is  performance.  This 
factor  has  a range  of  -1.0  to  +1.0  percent  and  is  based  on 
the  historical  performance  of  the  contractor  on  Government 
contracts.  If  the  contractor  is  new  to  Government  contract- 
ing a rating  of  zero  (0)  would  be  used.  The  contractor's 
past  performance  would  be  evaluated  on  the  basis  of 

1.  Compliance  with  contract  clauses, 

2.  Cost  efficiency, 

3.  Timely  deliveries,  and 

4.  Quality  of  product. 

The  rating  to  be  applied  is  based  on  judgment  and  should  re- 
ward a contractor  for  exceptional  performance  and  penalize 
for  poor  performance. 

At  this  time  the  net  adjustment  factor  is  either 
added  to  or  subtracted  from  the  average  prime  rate  resulting 
in  the  adjusted  profit  rate.  The  contractor's  current  tax 
rate  is  determined  after  which  all  necessary  components  are 
available  for  determining  the  target  profit  rate. 

Benefits 

The  new  model  attempts  to  provide  profits  on  a basis 
understood  and  used  by  the  commercial  market.  Return  on 
investment  (ROI)  is  used  in  many  businesses  as  a measure  of 
profit  performance.  In  the  commercial  approach,  ROI  does 
not  consider  the  various  elements  of  labor  and  management  in 
the  specific  calculations.  In  the  commercial  application  of 
ROI,  the  elements  of  labor  and  management  are  considered  as 
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expense  factors  necessary  to  utilize  the  productive  capacity 
of  capital.  The  WGL  model  covers  the  other  extreme  by  pro- 


viding profit  based  primarily  on  the  elements  of  labor  and 
management.  The  new  model  expands  the  capital  base  to  in- 
clude the  two  most  important  and  fundamental  factors  of 
production,  capital  and  labor. 

In  past  years  the  number  of  firms  competing  for 

Government  contracts  has  been  decreasing.  The  profits  of 

those  firms  doing  business  with  the  Government  has  also  been 

4 

on  the  decline.  The  Government  has  stated  in  ASPR  that  the 
prime  motivation  of  contractors  is  profit  (27«3»139). 
Therefore,  one  might  conclude  that  at  least  part  of  the  rea- 
son for  the  decline  in  the  number  of  Government  contractors 
is  the  perception  that  better  profit  opportunities  lie  out- 
side Government  contracting. 

The  new  model  should  provide  the  contractor  with  a 
fair  return  on  his  investment.  With  a capital  base  consist- 
ing of  labor  and  capital,  the  return  provided  should  general 
ly  exceed  the  commercial  standards.  As  industries  perceive 
better  profit  opportunities  in  Government  work  an  increase 
in  competition  should  evolve.  With  an  increase  in  competi- 
tion, the  laws  of  economics  indicate  a more  equitable  price 
will  be  approached.  This  profit  model  may  provide  a con- 
tractor with  greater  returns  than  the  WGL  model  but  if  it 
increases  competition,  studies  have  shown  that  up  to  2 5 

4 

See  page  3. 
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percent  reduction  in  costs  may  be  possible.  For  example, 
in  1971 » a GAO  report  concluded  that  on  a sample  of  54  con- 
tracts awarded  noncompetitively,  nearly  eight  million  dol- 
lars could  have  been  saved  by  using  competitive  procedures 
(14.256). 

Limitations  of  Application 

To  use  this  model  several  changes  would  be  required 
to  existing  procedures  for  proposing  and  negotiating  con- 
tracts. First,  the  contractor  would  have  to  break  his 
management  personnel  out  of  the  overhead  base  and  propose 
both  direct  and  allocated  management  as  a separate  item. 

The  overhead  pool  would  have  to  exclude  all  such  identified 
management  personnel.  Second,  the  contractor  should  be  re- 
quired to  submit  a risk  assessment  with  his  proposal  to  in- 
clude financial  and  technical  risk  considerations.  Third, 
it  will  be  necessary  to  negotiate  the  total  adjusted  capital 
base  and  the  adjustment  factors.  Fourth,  the  appropriate  DD 
Forms  1858,  1859 » i860  and  1861  would  have  to  be  submitted 
for  operating  capital  and  facilities  capital  considerations. ^ 
With  the  variations  in  the  prime  rate  it  is  entirely 
possible  that  on  cost-type  contracts  the  profit  objecti/e 
determined  by  the  model  may  exceed  statutory  limits.  In 
such  cases  the  law,  of  course,  must  be  adhered  to  but  the 
model  would  then  provide  the  contractor  with  the  maximum 
profit  allowed  by  law. 


'See  Appendices  G through  J. 


The  costs  of  implementing  this  model  would  be  mini- 
mal from  an  administrative  standpoint.  The  forms  for  re- 
porting operating  capital  and  fixed  assets  are  already  in 
existence.  The  contractor's  cost  proposal  submitted  on  DD 
Form  633^  would  not  have  to  be  altered.  The  backup  for  the 
DD  Form  633,  however,  would  have  to  identify  the  direct 
management  personnel  and  the  indirect  management  personnel 
separated  from  the  general  overhead  pool.  This  information 
should  be  readily  available  from  the  contractor's  account- 
ing records.  The  Government  costs  would  only  involve 
printing  up  the  new  model  format.  Any  significant  increased 
costs  resulting  from  this  model  would  be  attributable  to  the 
expected  increased  profits  provided. 

- This  model  is  applicable  for  use  in  contracts  of 
$100,000  and  over. ^ Contracts  of  this  dollar  value  require 
that  the  contractor  submit  cost  or  pricing  data  and  certify 
that  the  data  submitted  was  accurate,  complete  and  current 
(27« 3« 124).  For  proper  application  of  the  model  it  is 
necessary  to  have  detailed  information  on  contractor  capital 
factors.  The  amount  of  information  required  would  not  be 
justified  for  contracts  below  $100,000. 

Conclusions 

In  answering  the  second  research  question,  a new 
profit  model  was  developed.  This  new  model  incorporated 


^See  Appendix  K. 
n 

'See  Assumption  7 on  page  76. 
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many  of  the  significant  factors  of  profit  determined  in  the 
data  analysis.  The  new  model  has  been  developed  using  a 
variation  of  the  re turn- on- investment  technique.  The  in- 
vestment base  consists  of  labor  and  capital,  and  the  stan- 
dard set  for  normal  profits  is  the  average  prime  interest 
rate.  This  rate  is  adjusted  up  or  down  in  accordance  with  a 
risk  and  performance  criteria.  The  intent  of  the  model  is 
to  provide  an  "adequate"  net  profit,  and  for  this  reason 
the  final  target  profit  rate  is  adjusted  for  the  company's 
tax  rate.  The  new  model  is  expected  to  provide  more  adequate 

li 

profits  than  the  existing  WGL  model  and  thereby  stimulate  and 
promote  a highly  competitive  defense  market. 


Chapter  5 


SUMMARIES,  CONCLUSIONS  AND  RECOMMENDATIONS 


Summary  of  Assumptions 

The  following  assumptions  were  made  throughout  the 
conduct  of  this  research! 

1.  Adequate  data  exists  to  determine  the  primary 
factors  of  profit. 

2.  The  relevant  market  (defense  industry)  of  this 
research  is  noncompetitive. 

3*  The  primary  factors  affecting  profit  have  not 
changed  significantly  over  the  last  15  years. 

4.  The  demand  curve  for  the  relevant  market  of  this 
research  is  highly  inelastic. 

5.  Some  primary  factors  affecting  profit  may  not  he 
measurably  consistent  with  a new  profit  objective  model  de- 
velopment requirements. 

6.  All  defense  contractors  are  entitled  to  adequate 

profit. 


7.  The  data  level  will  not  support  parametric  test- 
ing. 


8.  Defense  contractors  are  unwilling  to  publish 
material  concerning  their  profit  policy  because  of  apathy, 
contractor  policy,  proprietary  information  concerning  profit 
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structure  or  the  contractors'  actual  satisfaction  with  the 
present  Government  profit  policy. 

9.  The  major  factors  of  production — labor  and 
capital — were  necessary  elements  in  the  development  of  the 
new  profit  objective  model. 

10.  A major  consideration  and  desirable  characteris- 
tic given  to  the  development  of  the  new  profit  objective 
model  was  less  dependence  on  cost. 

11.  The  most  logical  approach  in  developing  the  new 
profit  objective  model  was  to  use  the  strength  relationships 
of  the  factors  identified  during  the  data  analysis  phase  of 
this  research. 

12.  The  standard  for  adequacy — the  prime  rate — is 
readily  available  from  the  Federal  Reserve  Bulletin,  and 
represents  the  minimum  rate  of  return  for  investment  deci- 
sions (I8i20l). 

13.  Inputs  for  the  model  are  readily  available  from 
existing  contractor  accounting  systems. 

14.  Government  forms  developed  for  the  "Capital  Em- 
ployed Method,"  DPC  74-1,  can  be  used  by  contractors  to  sub- 
mit data  in  a usable  format. 

15*  The  new  profit  objective  model  will  be  applicable 
to  contracts  which  require  contractor  cost  data  (i.e.,  con- 
tracts $100,000  and  over). 

16.  The  frequency  times  strength  of  the  various  area 
specifics  and  aggregates  for  the  area  categories  provides 
data  with  interval  characteristics.  For  the  purpose  of 
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developing  weightings  to  be  used  in  the  new  model  the  factor 


strengths  were  aggregated  and  divided  to  provide  relative 
weightings.  In  so  doing,  each  factor  in  the  new  model  has  a 
relative  weighting  that  maintains  the  strength  ratings  de- 
veloped by  the  content  analysis  model. 

Summary  of  Limitations 

During  the  course  of  this  research  it  was  evident 
that  certain  limitations  were  inherent  beginning  with  the 
research  methodology  through  the  new  model  development  as 
follows* 

1.  The  new  profit  objective  model  may  be  limited  in 
application. 

2.  Conclusions  of  this  research  effort  were  limited 
to  the  essence  of  the  research  questions. 

3.  Interpretation  and  analysis  of  the  data  was 
limited  by  the  data  sources  and  the  random  sample  selected. 

4.  The  new  profit  objective  model  requires  additional 
contractor  cost  information  as  explained  in  Chapter  4. 

5.  Of  the  data  collected,  85.9  percent  came  from 
Government  sources,  since  there  was  a lack  of  commercial 
literature. 

6.  The  data  collected  through  the  content  a^^alysis 
technique  was  nominal  when  strength  and  valence  were  applied 
and  ordinal  with  interval  characteristics  when  strength  and 
frequency  were  applied. 

7.  The  data  was  discrete  as  opposed  to  continuous 
thus  limiting  use  of  any  statistical  tests. 
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8.  The  data  collected  did  not  support  two  major 
categories  of  the  content  analysis  model  (i.e. , subcontracts 
and  Government  support). 

9.  Subjective  interpretations  of  the  frequency  dis- 
tributions, central  tendency  analysis  and  strength  relation- 
ships were  required  to  group  the  primary  factors  that  in- 
fluence profit. 

10.  Several  changes  are  required  to  existing  pro- 
cedures for  proposing  and  negotiating  contracts.1 

11.  The  new  profit  objective  model  is  dependent  on 
the  average  prime  interest  rate.  Under  cost-type  contracts 
profit  determined  by  the  new  model  is  constrained,  of  course, 
by  statutory  limitations. 

12.  The  model  is  applicable  for  use  in  contracts  of 
$100,000  and  over.  Contracts  of  this  dollar  value  require 
that  the  contractor  submit  cost  or  pricing  data  and  certify 
that  the  data  submitted  was  accurate,  complete  and  current. 

Summary  of  Conclusions 

In  summary,  this  research  effort  has  attempted  to  add 
to  the  body  of  knowledge  of  profits  of  defense  contractors  by 
impartially  gathering  data  from  Government  and  commercial 
sources  through  a relatively  new  behavioral  technique  of  se- 
mantic differential  content  analysis  to  systematically  identi- 
fy determinants  of  profit.  These  determinants  were  analyzed 
to  determine  relationships,  strength  and  influences  on  profit 

1See  page  99. 


for  use  in  developing  a new  profit  objective  model.  This 
rigorous  data  analysis  and  model  development  effort  provided 
a new  profit  objective  model  that  is  based  on  a contractor's 
capital  employed  providing  net  profit  after  taxes,  therefore, 
satisfying  both  research  questions. 

There  are  many  beneficial  aspects  of  the  new  profit 
objective  model,  one  being  the  fact  that  the  new  model  based 
on  capital  employed  provides  a basis  of  profit  consideration 
commensurate  with  the  commercial  or  nondefense  market.  With 
the  emphasis  on  capital  employment  including  labor  and  reali- 
zation of  adequate  profit  comparable  to  the  commercial  market, 

the  DoD  goal  of  increased  competition  can  be  met  with  actual 

2 

overall  cost  savings. 

In  retrospect,  although  the  data  gathering  technique 
of  content  analysis  was  a worthwhile  learning  experience,  it 
did  not  provide  data  on  which  useful  nonparametric  or  para- 
metric statistical  analysis  could  be  conducted.  The  semantic 
differential  portion  of  the  content  analysis  provided  ordinal 
data  with  interval  characteristics  which  allowed  development 
of  the  profit  model. 

Corollary  Conclusions 

Associated  conclusions  of  this  research  also  provide 
valuable  lessions  learned.  For  example,  the  semantic  differ- 
ential content  analysis  produces  a bias  towards  the  data 
sources  with  the  greatest  length  (i.e. , in  this  research  86 

2 

See  pages  98  and  99- 
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percent  of  the  data  came  from  Government  sources  although 
the  sampling  plan  selected  the  sources  on  a 50/50  basis). 

The  fact  that  the  major  categories  of  subcontracts  and 
Government  support  were  found  to  be  insignificant  in  accord- 
ance with  the  established  criteria  test  was  due  to  the  con- 
struction of  the  content  analysis  model.  The  model  required 
the  attributes  to  be  directly  related  to  profit  within  the 
unit  of  record.^  Both  of  these  major  categories  were  dis- 
cussed in  the  literature  but  only  in  an  indirect  manner  to 
profit  or  usually  directly  in  relation  to  financial  and  tech- 
nical risk  assessments.  Since  these  discussions  avoided  a 
direct  reference  to  profit  there  was  no  data  hit.  These  les- 
sons learned  are  concomitant  with  any  assumptions  and  tech- 
niques used  as  a follow-on  effort  to  this  research  for 
replication  and  validation  of  the  new  profit  objective  model. 

Recommendations 

It  is  obvious  that  follow-on  research  is  required  to 
validate  the  new  profit  objective  model  and  perhaps  compare 
its  ability  to  provide  adequate  profit  to  the  WGL  method. 

The  most  promising  immediate  approach  is  to  simulate  randomly 
generated  cost  figures  for  proposals  on  major  weapons  systems 
using  the  new  profit  objective  model  and  compare  the  results 
(1)  against  the  present  WGL  model  and  (2)  against  the  commer- 
cial averages  on  ROI.  In  validating  the  model,  consideration 
should  be  given  to  the  size  of  the  company  and  the  amount  of 

^See  page  26. 
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financial  leverage  exercised.  This  investigation  may  lead 


to  sophistication  of  the  financial  risk  area.  Various  for- 


mats for  risk  assessment  should  be  evaluated  to  determine 


what  kind  of  format  is  feasible  for  the  contractor  and  mean- 


ingful to  the  Government.  Once  the  model  has  been  validated 


through  several  iterations  of  the  simulation,  a "real  world" 


test  would  be  appropriate. 


In  comparing  the  new  model  to  the  present  Government 
WGL  model  or  even  the  forthcoming  "Profit  76"  model,  actual 


data  could  be  obtained  from  several  program  offices  of  major 


weapon  systems  within  the  Aeronautical  Systems  Division  of 


Air  Force  Systems  Command,  Wright -Patters on  AFB,  Ohio,  and 


used  to  identify  the  going-in  profit  objectives.  A measure 


of  effectiveness  could  be  obtained  by  converting  the  data 


from  the  WGL  model  for  incorporation  into  the  new  profit 


objective  model  and  evaluating  the  adequacy  of  profits  for 


defense  contractors  between  the  two  models.  A corollary 


recommendation  is  to  verify  the  fundamental  factors  of  profit 
(see  Figure  2,  page  7^)  using  the  DELPHI  Technique  and/or 


questionnaires  to  provide  an  equal  amount  of  data  from 


Government  and  commercial  sources  at  a level  that  can  be 


statistically  analyzed. 


Summary 


This  research  effort  began  investigating  the  Govern- 


ment's profit  policy  of  the  last  several  decades  to  the 


present.  During  this  era  profit  was  awarded  on  the  basis  of 


precedent  and  the  present  cost-based  WGL  technique.  Two 
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objectives  of  this  study  were  to  determine  the  fundamental 
factors  which  influence  profit  and  using  as  many  of  those 
factors  as  practicable  develop  a new  profit  objective  model. 

A research  methodology  was  designed  to  collect  data  using  a 
semantic  differential  content  analysis  model  to  identify  the 
primary  factors  affecting  profit.  These  determinants  were 
analyzed  for  incorporation  into  the  new  profit  objective  model 
that  is  designed  to  provide  adequate  profit,  based  on  the 
primary  factors  of  production — labor  and  capital — for  Govern- 
ment contractors. 
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APPENDIX  A 


Weighted  Guidelines  Model 


Profit  Factors  Weighted  Ranges 

CONTRACTOR'S  INPUT  TO  TOTAL  PERFORMANCE 
Direct  Materials 

Purchased  Parts  

Subcontracted  Items  ... 

Other  Materials  

Engineering  Labor  

Engineering  Overhead  

Manufacturing  Labor 

Manufacturing  Overhead  

General  and  Administrative  Expenses  .... 

CONTRACTOR'S  ASSUMPTION  OP  CONTRACT 

COST  RISK 0 to  7% 

Type  of  Contract 
Reasonableness  of  Cost  Estimate 
Difficulty  of  Contract  Task 

RECORD  OF  CONTRACTOR'S  PERFORMANCE -2  to  +2% 

Small  Business  Participation 
Management 
Cost  Efficiency 
Reliability  of  Cost  Estimates 
Value  Engineering  Accomplishments 
Timely  Deliveries 
Quality  of  Product 

Inventive  and  Development  Contributions 
Labor  Surplus  Area  Participation 

SELECTED  FACTORS -2  to  +2% 

Source  of  Resources 

Government  or  Contractor  Source  of 
Financial  and  Material  Resources 
Special  Achievement 
Other 

SPECIAL  PROFIT  CONSIDERATION — ASPR  3-808.6 


1 

1 

1 

9 

6 

5 
4 

6 


to 

to 

to 


4% 

5% 

4% 


to  15% 


to 

to 

to 

to 


7% 

8% 


L 


(SOURCE:  Armed  Services  Procurement  Regulation,  3.808.4) 
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APPENDIX  B 


Strength  List — Strong 


The  following  words  or  phrases  are  examples  of  a strong  rela- 
tionship between  the  attribute  and  profits 


most  common  indicator 
most  often  used 
most  meaningful 
cannot  permit 
requires 

explicit  percent  (at  least 

5%) 

direct  factors 
actual  equation  relating 
profit  and  attributes 
direct  or  inverse  relation 
excess  profit  taxes 
directly 
are  determined 
not  intended  to  be 
key  reasons 


most  serious  problem 
substantial  inputs  of 
very  high 
is  limited  by 
entirely 

positive  correlation 
between 
must  earn 
it  is  important 
dependent  upon 
is  no  higher  than 
can  (will)  produce 
indicate  a statistical 
significant  rela- 
tionship 

is  defined  (determined) 

by 
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Strength  List — Weak 


The  following  words  or  phrases  are  examples  of  a weak  rela- 
tionship between  the  attribute  and  profits 


also  affect 
has  lost  a chance 
opportunities  for  increasing 
should  continue  to  be 
should  be  included 
should  be 

monotone  decreasing  relation 
functional  relationship — as 
in  a curve  or  graph 
may  (not)  be  a (measure) 
correspondence  between 
special  interest  attaches  to 
the  relation  between 
a difference  associated  with 
may  be  uniformly  higher  or 
lower 

no  necessary  inverse  relation 
relationship  between 
may  provide 


in  general,  was  to  be 
with  particular  regard 
to 

has  been  largely 
responsible  for 
creates  some 
it  is  possible 
would  amount  to 
using  small  amounts  of 
relatively  low 
spread  of  profits 
it  is  usual  to  expect 
based  on 

likelihood  of  achiev- 
ing 

accomplishes 
principally  in  relation 
to 

implies 
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Sampling  Plan 


NUMBER  OF  COMMERCIAL  SOURCES 


NUMBER  OF  GOVERNMENT  SOURCES 


The  total  number  of  data  sources  selected  equals  the  sum  of 
the  number  of  data  sources  chosen  per  interval  period  for 
both  the  commercial  and  Government  publishing  sections 
[i.e.,  ( 3 + 14  + 13)  + ( 3 + 14  + 13)  = 60]. 
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1958  through  1962 

AD  663394  LD  076 34A  LD  05447 

1963  through  1969 

LD  08722  AD  863848  AD  824828L 

AD  681118  AD  680330  AD  664701 

AD  661554  AD  660388  AD  659731 

AD  472955  LD  33256A  LD  10089 

LD  25105 

RAND  RM-6I83-PR  "Impact  of  W1L  on  Defense  Contract 

Fees"  Dec  1969 

1970  through  1975 


AD  A011221  AD  766612  • AD  741411 

AD  731764  AD  703303  LD  32304A 

LD  32879 A LD  25952A  LD  28667 

LD  3436 3A  LD  3415 3A  AD  738463 

LD  32352A 

(NOTE*  Alphanumeric  codes  indicate  sources  may  be 
acquired  from  DDC  and  DLSIE) 


1958  through  1962 

Iron  Age  l89«56-9  May  3,  '62 
Aviation  Wk  76t28  Jan  8,  '62 
Time  79 « 81-2  Apr  27,  '62 

1963  through  1969 

Harvard  Bsns  R.  4lill6-27  Mar  '63 
Duns  R.  83131  Apr  '64 
J.  Finance  19*16-31  Mar  '64 
Fortune  71*304  Apr  '65 
J.  Finance  I81 637-46  Dec  '63 
Vital  Speeches  32*381-4  Apr  '66 
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Fin.  Analysts  J.  22 188-95  Mar  '66 
Read  Digest  90 1 177-80  Feb  *67 
Economists  220:1057  Sep  10  *66 
New  Repub.  l6l: 15-18  Dec  20  ' 69 
Aviation  Wk  881 25  Feb  12  '68 
New  Republic  159*19-21  Aug  17  '68 
Mich  Bsns  R.  19:1-6  Jul  '67 
Nation  208:113-15  Jan  27  '69 

1970  through  1975 

QR  Econ  & Bsns  10:15-26  Slimmer  '70 
Mgt  Acctg  52:17-20  Feb  ’71 
J.  Finance  26:1067-75  Dec  '71 
Res  Mgmt  15*58-63  May  '72 
Conf.  Bd.  Rec.  9:49-58  Dec  ’72 
Fin.  Exec.  43:44-5  Nov  '75 
Duns  98:11  Nov  '71 
U.S.  News  71*34-6  Nov  1 '71 
Review  Sat  R 54:29-30  Jun  5 *71 
Harvard  Bsns  R.  52:137-45  Mar  '74 
Harvard  Bsns  R.  53*97-106  Jan  '75 

Aerospace  Industries  Association  of  America  ( AI AA ) - 
"Risk  Elements  in  Government  Contracting"  Oct  ' 70 
Aerospace  Industries  Association  of  America  (AIAA)- 
" Aerospace  Profits  vs  Risks”  Jan  '71 
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PROFIT  CINTIR  HISTORICAL  OPERATING  CAPITAL 

C O'*  TN  AC  T OAt 

AHONIT  CCNTKHs 
AO  ON  CSSs 

| AISCAL  TC AN  c mono 

AVKHA4C  ACCOUNTS  A CCS  IV  ANLt 


AV CHAOS  OAOSS  INVCNTONT 


LCM  AAOOACSC  AArUCMTS.  AOVANCSS. 
acimhuascmcnts  and  otmch  ca  coirs 


AVCHAOC  HOT  INVCNTONT  INVCSTmCnT 


AVIHAOC  C4MTHACT  INVCSTMCNT 


Trwmi 


A IN  A KINO  OV  THAOC  ACCOUNTS  AAyAOLS 


AwfMAOC  THAOC  ACCOUNTS  AAYAHLC 


ANNUAL  COS'S  INCUHHCO 


ACCOUNTS  AAYAHLC  TINANCIMO  AACTOA 


NCT  0»«  AATINO  CAPITAL 
SMAlOVSO  t ACTONS 


AMCD  AN  ICC  CONTHACTS 


COST  HClMAUNSASbC  CONTHACTS 


SCCTIOH  M 

CONTNACT  OACAATINO  CAAfTAL 
rCom^lmf  tm  imA  Nn*.— in  Am •!•*) 

ata/conthact  aiin  numhca 

CONTAACT  TYAC 

ACAAOAmInO  AHOAIT  CINTCAS 

CONTAACT 
CSTl  MATCO 
COSTS 

NCT  OAKAATinO 
1 CAA1TA-.  CMALOVCO  | 
f ACTOAS 

CSTIMATCO 
OACAATINO  CAAlTAL 
ACOUIACO 

ONCNAt  I NO  CANIT  AC  - TOTALS 
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[Sources  Defense  Procurement  Circular  74-l] 
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APPENDIX  G (Continued) 


COPY  AVAILABLE  TO  DEG  DOES  f'CT 
PERMIT  FOLLY  LEGIBLE  PRQffiiCTIM 


PROFIT  CENTER  HISTORICAL  OPERATING  CAPITAL 

INSTRUCTIONS 

(BD  Form  1858) 


A vorego  Accounts  Receive bit  (A  A B).  Enter  the  average 
federal  government  contract  aceouats  receivable  balaacea. 
Normally  tha  aua  of  tha  monthly  balaacaa  divided  by  twelve, 
although  uauaual  billing  or  peymeat  patteraa  may  raquira 
Bora  detailed  aaalyala  to  datarmlaa  a ra preventative  average. 


Average  War  /nvenrory  Investment  (O  A H>  Thin  la  the  aver* 
age  set  1 aveataaat  after  offaettlag  the  above  credit  balaacea. 
If  the  contract  or'a  ayatam  Beta  cradita  directly  la  the  account  a, 
thin  average  may  be  determined  directly  from  the  aecouata, 
l.e.  omit  the  'Oreaa'  and  'Credit*  atepe. 

Average  Confrecl  toveeta mat  (t  A J).  The  a am  of  Average 
Aecouata  Receivable  aad  Average  Net  Inventory.  There 
tote  la  a boa  Id  reflect  the  contractor'*  average  opera  flag  cay 
Hal  laveetamat  la  each  type  of  government  contract. 


Annual  Coer  fnctered  (K  A L).  Enter  the  total  annuel  coat* 
incurred  by  the  Profit  Center  o*  each  type  of  contract.  Coata 
unallowable  under  ASP*  Section  IS,  and  one  Detracted  coata 


Average  Oreaa  /nvenrory  (C  A D ).  Determine  average  coatrect 
groea  Inventory  balaacea,  by  a monthly  or  mere  frequent  meth- 
od. include  ram  material*,  auppUea,  work  la  proeeaa  and 
flnlahed  good*  lavqnto-lea  commuted  to  federal  government 
contraeta.  Peeled  laventorlea  that  oupport  bath  govenuaaat 
and  coatmerniel  work  ahould  be  aUoeatod  oa  a uaaga  or  other 
equitable  beala. 


/hep ear.  Thu  form  baa  two  aectlana.  Tha  purpoao  of  tha  flrat 
a action  la  ta  determine  tha  operating  capital  hU  t Orica  lly  re- 
quired by  each  Profit  Center  in  peifnrmlng  the  federal  gevem- 
meat  contraeta.  In  tarma  of  a factor  per  dollar  of  coeta  incurred. 
Tha  purpoao  of  the  aecand  a action  ta  te  determine  the  ee  time  ted 
operating  capital  required  to  perform  a a pacific  connect  or  pro- 
cure merit  action,  by  application  of  the  appropriate  htaterical 
factor  to  tha  connect  ea  time  ted  or  proponed  coeta. 


Beale.  The  Profit  Crater  operating  capital  data  and  factor* 
obcold  repreeeat  actual  experience  la  the  latent  complete 
f local  year,  far  federal  government  contraeta  or  aobcoatrecta 
aad  by  the  two  principal  type*.  Therefor*  the  effect*  of 
commercial  /non-government)  production  ta  excluded. 


SECTION  I 


Prog  roe*  Payment*,  Advance*,  Reimbursement#,  Credit*  (B  A 
F).  Eater  aay  credit  balaacea  recorded  separately,  that  off- 
set and  reduce  the  a detractor*  laveatsmat  la  inventories. 


fe-d-  connector'*  share  of  o 0*1 -e having  contract*.)  must  be 
screened  out  se  that  these  values  are  the  same  that  flew 
through  tha  above  Aecouata  Receivable  sad  Nat  Inventory. 


FINANCING  BY  TRADE  ACCOUNTS  PAYABLE 


Average  Trad*  Account*  Paynhf*  (O  A PJ.  Trad*  Aecouata 
Payable  are  the  outstanding  balance*  of  'outside*  vender, 
supplier  aad  subcontractor  billing*,  for  purchases  aad  sub- 
contract* covering  materials,  component*  and  eervicee.  Ex- 
clude noo-trad*  payable*  aad  accruals,  e.g.  payrolls,  taxes. 
Insurance,  contingencies  sad  feaa.  Isolate  Federal  Govern- 
ment Contract  payables  If  possible  (P).  Otherwise  enter  the 
Total  Profit  Center  peyabtae  (OX 


Annual  Ceete  I neirred  (Q  A R).  Eater  total  annuel  casts 
that  caneapcud  to  tha  abova  Trad*  Aceouats  Payable. 
Govoramsst  eosta  incurred  (R)  ta  the  sum  of  the  two  contract 
type*  (K*  LX 


Account*  Psyuhfc  F Inane  Ini  Factor  (S  A TX  The  quotient  of 
Average  Trade  Accounts  Payable  divided  by  Annual  Coata 
Incurred. 


Wot  Oporollng  Capital  Batployad  Fact  era  (VhVX  The  raault 
of  the  Grots  O.C.  Factor*  (M  A N)  loss  the  appropriate  A/P 
Financing  Factor  (T  or  SX  This  .pnssats  the  contractor's 
ml  operating  capital  employed  far  ssch  dollar  of  coat. 


Performing  Profit  Camara  and  Contract  Canto.  List  dl  Profit 
Center*  expected  to  perform  tbs  contract,  cad  enter  the  Coo- 
treat  Estimated  Cost*  (W)  ta  b*  incurred  by  each.  Tha  Total 
Coats  (Z)  must  agra*  with  tha  DD  61}  oast  propaaaL 


Hooding.  Identify  tha  contractor.  Profit  Canter  aad  Fiscal 
Tsar  te  which  tha  htaterical  data  parte  In*. 


Nat  Opseeifng  Capital.  Nat  Operating  Capital  Employed 
Factor*  rapresdat  the  oat  tavaatmant  after  subtracting  f inane-  - 
tag  by  Trade  Accounts  Payable. 


Timing  A Men!  If  leaf  Ion.  This  section  Is  completed  only  whoa 
animating  tha  operating  capital  required* nil  far  as  individual 
proouramaat  action.  Identify  the  specific  RFP/Con tract  PUN 
number  aad  tha  contract  type. 


Wet  Operating  Capital  Employed  Pec  tore  (XX  Tha  selection 
of  the  appropriate  Not  Operating  Capital  Employad  Factor  ta 
determined  by  (a)  the  Profit  Centers  lie  tod,  ami  (b)  Urn  cwront 
Contract  Typo.  Collect  the  latest  historical  data  00  Socttaafe) 
t for  each  Profit  Coaler  aad  determine  the  c on  tract  type  far  tha 
currant  procure  me  at  action. 


Estimated  Operating  Capital  Waqidted  (TX  Tha  product  of 
Profit  Cantor  astfaaatsd  costa  (W)  tlmaa  tha  appropriate 
Oparatlng  Capital  Factor  (X).  Sum  the  Profit  Canter  require- 
ment* to  arrive  et  the  contract  total  operating  capital  (A  'X 


SECTION  17 


CONTRACT  OPERATING  CAPITAL 
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APPENDIX  H ( Continued 


CONTRACT  AVIRACI  OPERATING  CAPITAL  PROJICTIOM 
INSTRUCTIONS  for  DO  Fora  1859 


hktnoo or f atmert.  tw« 


L HfMM  >■>»<  ■ hw  ImmN  mm  tt 
(C mm  laMnaMM  aaA  Npm 

l Pea  It  W*e4  « mwiI  il  liwall 


PATMENT  METMOfa  

Caat  NNNriNliMFHI/Nlt»i»  NfMi,  If  • AM 


F«VMM  Raw  (Ref Cm^  fwC*MR«» 
M NfWM.  n»  Re  B>Uk|  Nm4  (*.». 
ft(a.».EONV  Far  «Mk  M*e4  af  wmm 


CONTRACT  PERFORMANCE  NOJKTW.  «vM»e4  ml, 
far  Pmi*VO«U«vt  Fayet tata.  TW  mum  is  m eetahUa* 


AVERAGE  TIME  LAO  • COAT  TO  DIUVERT.  IrawN  aaly 
far  Rental/  Delivery  fifill  Tlw  Mf***  l>  t*  kAm 


MiaM  a»4  kUIAIr  Ae  It  very.  Dtvtge  rt*a  «M»«M  fatal  atiM* 
•A  caata  iaeurroA  (H)  by  the  M»il»lil  (G)  ta  Aiaaat 
the  Maaa  atMk  a#  all  aaata.  Dtvt4e  are  caa tract  fatal  valuta* 
AeUvertee  Cj)  V?  »•  aa-etggteA  (l>.  la  Aervflee  etc  M,  mm* 
af  aU  Artivortea.  Sabcrad  taa  aaaa  aaaa  (K>  baa  t Da 4a U van 
acta  (L)  (a  lawwai  the  aaa rage  Haw  lac,  baa  root  ta  fa 
Lvan.  la  aaaAa  (I*.  Mai  taa  If  hr  la  caavart  Mm  Ug  ta 
Average  Day  a (N> 


AVERAGE  TtMR  LAO  • CDRT  TO  RECEIPT.  Thia  aart  4a. 


cobt  mcvnnci  to  mllamai 


gar  af  Maya  regreaeatiag  e*p*alf  af  Mm  gUlMg  gartaA  (OL  Thia 
la  Mm  Uaa  lag  ftaa  Me  ail  aaMM  er  mmm  af  the  Mrtafa  caata, 
ta  Mm  4 eta  grey  I aaaa  a 44 11  aM  a Far  a waagily  MUlag  gerteA, 
aaa  IE  2 Aeya. 


A la  Average  TImm  Lao  Caat  ta  Delivery  ([»». 


OATITOBLL  fa  tar  gM  rt—ttaA  average  AAyo  ta  am  eae* 
aaala  af  gay— « (CAR  The  eat  aff  la  atrwtfly  g»a  Aaaa  af 
atlUnge,  If  Atey  era  prraytlr  MMH4 


DATS  TO  COLLECT:  fatar  Am  hUmmA  ■»  araga  Aeya  ta  aaW 
la«t  each  heat*  af  gayvaat  (Do  F).  The  aaa  aft  la  earaMity  Mm 


BlU  twADeye  ta  Catlaai  MeaM  be  eaygavtagie  by  r 


TOTAL  TWA  LAOi  AA4  at 


(FOOL  DlvtAeee 
af  ayeer(Q*fa 


•aaAagOOFasAM.  HMUgaMAC 
•A 


efeeet  une  A 


atMf«MMDg«r 
<V*  *>. 


AVERAGE  TOTAL  TUI  LAG  (yvagi  fang  Aaa*  Meat 
Tatal  TIm  Laga  (yta)  Dan  eheee  (Q  R fa 


TIm  L*«  lyrfa  (Q  * fa  fatar  yrel 


lAIQfCD  PROFIT  OR  FBI 


UR*  tw  rargaaa  la  la  Mg. 
taaa  af  Aalaya  ta  ceUectteg 


FtaeApitoe  Prefit.  The  aatira  mm  lag  (A*.  •*.  C*  * O')  ta 
lAaaucal  ta  ‘lacairaA  Caata  - Daltvary  ri|a  in~  (t|F). 
Ceat-trae  Frc: 

Payable  eeKeeA (A*.  B>.  Ofe  F). aarlMaa  aw  aeeMge 
GM  Ug  far  aarrawrt,  geyagM  taa  mi.Iwi.  The  gerteA  baRae 
•*R  Mm  awA  af  the  bUUag  gerteA  (fa 

Fee  HalAatt  (E\  g\  C'feHl  ■ reHaai  the  Mm  lag  ta 
>M1  —A  eetleat  An  faa  helAna*.  TW  yataf  hagM  an  g. 


Mltfrlt.  a«  aaavaaarlty  that  ragtaataA  ta  Me  RFF.  fatar 
lacarraA  aaA  AaUvaraA  caat  ta  aaaraat  Areata  A.  a.*.  1U2.7** 
•avia  ga  aataraAaa  I14X  aetfai  ttaiaitg'rctaatffrda 
*rr  ~T~  - r~mr~-r  fhMgflf  >M"~i  -tIti  f~~l  aimfi  Mg..  Itlarngf 
caat  ■ L *»h  MnMi'i  deUvanva  a 5.  Tatal  aU  cahtMa.  Caa- 
tr»e»  tatal  caata  (G)  Mat  <yw  atU  gt  aatt  gteyeael.  Tatal 


4 la  I* 

■My  geyeMa  yarMaa  (a.*. 
AAhaafe  (a.#..  Ufa  Mr  E*. 


MCHFT1  EACH  METHOD:  Mahigiy  the  Mai  vaMMtaA 
grafH  at  faa  (1*)  My  Mta  garcaat  ta  ba  gafA  aaa*  way  <J’  * f). 


ANNUALISED  CAPTTAL  HQUUIO  MalMgly  «*a  react  gte 
uadar  aaah  aa»M  (L*  * m My  the  average  the  lag(D>  * M> 

fatar  Mta  yroAecta  la  N*  * O*. 

FINANCING  RT  ACCOUNT*  RATABLE: 

INDICATORS  FROM  LAST  COMPLETE  FISCAL  TEAR.  Da. 


flaaal  year,  far  Mat*  Mia  tar  at  graft!  Caatar  aaA  tka  Dafaaaa  Car* 
tract*  gwr tee  (g-  * S').  K ftftaaa  rwawl  Aerawatt  gayafaa 


garahaaaa  My  ha  aaaA  ■ at 


TOTAL  OUTSIDE  PURCHAS  EE  Eater  t*c  tatal  aaratAa  pm. 
chaaaa  fra«  aaygllara  aa4  taMaaaitattata  Mm  gum  if  gw 
agar#  TraAa  Aaa  aaata  Pcyaeia.  (Q*  * T*V 


AVERAGE  ACCOUNTS  RATABLE  PAYMENT  LAO  (yre|.  DM. 


Tatal  Oat* Me  Para*****.  ta  Aat 
gay  Mat  lag  for  aaa*  claaa  af  f> 


ESTIMATED  ACCOUNTS  RATABLE  PAYMENT  LAO  - TRIE 
CONTRACT.  Ueiag  tka  giaterteel  taMi  tiara  aa  a gaiAe.  votM- 
Mta  a raiaawagli  y *yat  lag  Um  far  aatalAa  garahaaaa  mttm 
Ola  aaairaat  (V*).  Pgaan*  fmm  taa  Dafaaaa  Ccevaat  hlatarM 


ESTIMATED  CON  TRACT  OUTVIE  PURCHASES.  Tatat  Mta 
ylawaaA  aaratAa  Street  yerehaeee  favMMa  rw.tr aat  (hi.  The  cat 


ESTIMATED  PMARONO  RT  ACCOUNTS  PATAMUL  1 


gayawat  lag.  la  recta,  fa  eetbaete  tka  aawawt 
Rgnctag  hy  TraAa  Iwwrli  Fayahla  (Efa 


NET  OPERA  TWO  CAPITAL  REQUIRED.  (T>>  Sm  far  *w«l 
laaA  cental  ragrhiA  far  aaa*  aertoa  af  yyiata  (E  ♦ T ♦ R*  ♦ 
On  aaA  tah* aat  Mm  EaMMlaA  FMaaaMg  hy  Itiawata  Fayahla 

(**L 


COPY  ftVWUHE TO  OOP  00ESH0T 

PERarr  fully  lesisle  ru«^uu«j.t 
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PROFIT  CENTER  FACILITIES  CAPITAL  PROJECTION 

INSTRUCTIONS 

(DD  Form  i860) 


PURPOSE.  The  purpose  of  this  form  is  to  (a)  project  sad 
accumulate  total  (adlitioo  values  for  aach  Profit  Center 
by  contractor  fiscal  years,  sad  (b)  radaca  thosa  values  to 
Facilities  Capital  Employed  Factors  applicable  to  the 
total  Ovediead  Allocation  Base  of  each  Productive  Bur- 
den Center. 

BASIS.  All  data  pertains  to  tbe  same  fiscal  years  for 
which  tbe  contractor  prepares  capital  budgets  and  over- 
head projections,  and  ahoold  be  compatible  with  both  of 
those  procedures.  Mote  specifically,  facilities  values 
projected  here  should  relate  to  facility  • generated  costs 
proposed  or  allowed  ia  overhead  rate  projections. 

IDENTIFICATION.  Identify  the  contractor,  profit  center, 
address  and  fiscal  years  to  which  the  data  pertains.  Suffi- 
cient fiscal  years  must  be  projected  to  cover  the  estimat- 
ed performance  periods  of  contracts  to  be  negotiated. 

DEFINITIONS.  See  ASPR  3408.7(e)(3)  (i)  for  definitions 
of  din  facilities  vsluna  to  be  included,  the  different 
eoarcss  end  electee  of  chose  values,  the  distiactioe  be- 
tween Distributed  and  Undistributed  facilities,  end  defini- 
tions of  Productive  Burden  Centura  and  Overhand  Alloca- 
tion Banes. 

PRODUCTIVE  BURDEN  CENTERS.  List  every  Produc- 
tive Burden  Center  within  the  Profit  Center  for  which  over- 
head rates  are  calculated  for  the  allocation  of  indirect 
costs.  The  structure  reported  must  be  compatible  with 
that  uaed  in  DO  633  coat  proposal*  or  supporting  detail. 

LAND,  BUILDINGS,  EQUIPMENT.  'Land*  ia  non- 
depreciable realty,  improvements  and  property  tights. 
'Buildings'  is  depreciable  realty  and  rotated  improvements. 
'Equipment'  is  all  depreciable  property  other  than  Buildings. 

RECORDED.  LEASED  PROPERTY,  CORPORATE.  'Recorded* 
facilities  are  the  normal  Fixed  Assets  owned  by  and 
carried  an  the  books  of  the  Profit  Center.  'Leaned  Property' 
is  the  capitalised  value  of  leases  for  which  constructive 
coats  of  ownership  have  been  allowed  in  lieu  of  rental 
costs  under  ASPR  15-205.34  & .48.  The  government  d^ 
termination  amst  be  identified.  'Corporate*  facilities  am 


the  Profit  Center's  allocable  share  of  corporal e-owned  and 
leased  facilities.  All  of  the  above  are  summed  on  the 
‘Total*  line  which  represents  the  Profit  Center's  total 
facilities  values  reco prised  for  this  purpose. 

DIRECT  DISTRIBUTION.  (Col's  Is,  b.  c).  All  facilitias 
values  that  are  identified  In  the  plant  records  ns  wholly 
assigned  to  or  located  in  Productive  Burden  Canters,  are 
listed  against  the  applicable  P.B.C.  Dp  tail  is  totaled 
upward  to  the  Profit  Crater  'Distributed'  line.  Profit 
Center  'Undistributed*  is  the  reminder  of  the  P.C.  Total'. 
Both  source  and  distribution  of  Profit  Canter  facilities 
values  must  balance  at  file  'Total*  line. 

ALLOCATION  OF  UNDISTRIBUTED.  (Col's  2a.  b.  c). 
Profit  Canter  'Undistributed'  facilities  are  allocated  to 
Productive  Ekirdaa  Centers  on  any  reasonable  basis  that 
approximates  the  actual  absorption  of  the  related  costs 
of  such  facilitias.  This  allocation  will  usually  reflect 
the  method  of  allocating  G&A  and/or  Service  Center 
costs  for  the  purpose  of  computing  overhead  rates. 

PRODUCTIVE  BURDEN  CENTER 
TOTAL  NET  BOOK  VALUE  (Col’s  3a.  h.  c).  The  sum  of 
Col's  la,  b,  c,  & 2a,  b,  c.  Total  each  class  of  facility 
separately,  and  prove  beck  to  the  Profit  Center  'Total'. 

OVERHEAD  ALLOCATION  BASE  (Col  4).  The  direct  In- 
put bases  (e.g..  DLS.  DLH,  DMS,  M-H.  etc.)  projected  to 
be  incurred  in  or  by  each  P.B.C.  (including  service/ 
support  centers)  for  the  purpose  of  allocating  overhead  or 
usa  charges.  Identify  each  base  unit-of-measura,  which 
must  be  compatible  with  the  bases  used  for  applied  over- 
head in  DD  633  cost  proposals  or  supporting  detail. 
Quantities  must  agree  with  negotiated  overhead  rates  for 
forward  pricing  purposes  or  FPRAs  (ASPR  3407.12). 

PROJECTED  FACILITIES  CAPITAL-EMPLOYED  FAC- 
TORS (Col’s  5s,  b,  c).  The  quotients  of  file  P.B.C.  Total 
Net  Book  Values  (Col’s  3a,  b,  c)  separately  divided  bv  the 
P.B.C.  Overhead  Allocation  Bases  (Col.  4).  Carry  each 
Factor  to  three  decimal  pieces,  e.g..  X.XXX.  This  Fedor 
represents  the  amount  of  Facilities  Capital  required  to  sup- 
port each  unit  of  the  Overhead  Allocation  Base. 
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instructions 

(CD  Ten  1861) 


PURPOSE.  TW Pmw olltilriniUm 

Ik*  aUtaM  Cmm  Capital  Taanaear 
1UU.  m mm  ladaa  of  tap.  tel  ufam  am  tw  CenbaaL 
niktummiiimiiii  tw  Caciim—  , 

I la  Mdi  fraOt  Ciata  >el  Fra 


■ DO 


1M0. 


HEADING.  Complete  the  I detainee  ttoa  data  at  the 
topof  tbeforae.  IkMmMNiMl 


tha  P actiniae  Peetore,  by  IM  Yaw,  tkat  Ml  W 


i.  profit  cbnieiis  and  productivb  burosn 

CENTS RS.  Liat  tha  contractor  Profit  Caatan  and 
Prodwctiee  Burden  Cantata  Utat  trill  patfana  work  oo 
Ihia  procurement  action.  Tha  brack  down  la  extracted 


from  them 

end/or  audit  report,  ul  mum  aonalala  to  tha  ladlitlm 
rioaBO  Fora  1M0. 


S FISCAL  YEARS.  for  aaak  ol  tba  ahoaa  organiaa- 
Uonal  etamanta,  breakout  tha  Plecal  Y« 
aaoa  by  each.  Thia  braakoat  la  aecnred  from  tho  a 
aotirco  aa  tba  akoaa. 


3.  CONTRACT  OVERHEAD  ALLOCATION  BASSE. 

For  aach  Productive  Burden  Cantar  and  Placal  Yaar, 
antar  tha  amount  of  tha  rata  tod  Allocation  Boa  uaed  to 
darira  tha  contract  uatiaatad  total  coat,  Thaaabaaaa 
ahouid  be  tha  aame  aa  tboaa  uaad  for  burdenlas  coatraat 

ooarhaad.  Tha  baaa  usiU  of  maaauia  (a.*,  DM . DLH,  DM$, 
ate.)  must  *0mm  with  thoaa  uaad  in  Cot  4 of  DD  Foatn 
13*0. 


da,  bit  FACILITISS  CAPITAL  EMFLOYBD  FACTORS. 
Carry  forward  tba  appropriate  Fadlitiae  F acton  bom 
Col  a S of  DD  Form  1M0.  Profit  Cantata,  Frodactira  Barden 
I Yean  mat  earn. 


*•**«■  FACILmU  CAPITAL  EMPLOYED  AMOUNTS 
The  pen  <ti ah  of  each  Coatraat  Cbarilirl  Alloeallnn 
Baaa  (1)  tinaaa  IO  ralatad  FemliUea  Faetoaa  (4a,  k 


«.  CONTRACT  FACtLRIIf  CAPITAL  BMPLOYSn. 


T.  CONTRACT  OPERATOR)  CAPITAL  ENPLOTED. 
Cany  (etward  tha  Opemtiaa  Capital  ham  OD  Farm 
ltU  ae  |kS9 


I.  TOTAL  CAPITAL  EMPLOYED. 

TW  aun  ol  all  claaaee  mi  aaorial  enplepad  (Uaon 
• kTl 


0.  CONTRACT  TOTAL  RRTOiATRD  COST. 

TW  total  eelimated  ae  peepeeed  coat,  ae  eeet  eklectiae. 
fee  tw  caa tract.  Pee  e oeanoeter,  tale  neel  eorae  with 
hie  BO  Pena  M3  ceet  prepeeel:  .Per  a preear eneet 
naatrarttas  efflaer,  with  hla  DO  Perm  IMF.  fatal  eaet 

tDeaUee. 


10.  CONTRACT  CAPITAL  TURNOVBR  RATS. 
1W  awalleef  mi  Ceetiact  Total  Settoered  Ceet  IP) 
divided  by  the  Ceetreat  Tat  a I Capital 

Snployed  (»). 
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Mir»ucT>OM>  to  err  cues 

• af  (M*  fra  II  M • stand  aid  ftMMl  k|  X Am  i 


tfany  tollable  far  detailed  9*4  Pnw  t * toe 

el  a m»m  NNlM|  fita  (M«  tfx  vl(*rot 

9*91!  wiM  toe  OM4UIMI  «Mf4  in  ASM  XBCTT  S.  be  *e- 
qulred  M Mbail  a CoMiIkom  •(  CmwwH  Com  m Akim  D*u 
fna*  AIM  J-dCTjfeJ  and  3-407  4). 


J.  Am  lUKkvT-..-  ef  n*at  •*  M<MC  ds*e  tm  Oils 

tom  it  lMn>li>«>k  iht  data  Mil  bn  AKitUoUy  IdMiliod 
a«4  described  f-iA  ecbetoW-e  aa  mp^mprrotak  aM  am 
available  la  U*a  fMU»ctk|  otkor  a*  hi*  NfraMoUliM 


1 A*  Mu  ad  to  Mociflc  informs tiaa  lagui/ed  by  dua 
to  aOerar  MM  tobawl  with  6ii  I ana,  aad  dearly  identify  aa 
••A  «*et  ar  pricing  4Mm  (shat  la.  4*9  which  la  vertMeSfe 
•ad  tactual  end  ataerwieo  aa  defined  to  ASM  3-407  3(a)).  la 
addition.  Ha  aaM  aahail  ailh  ib*a  tom  lay  informed  «s  rraaorr- 
ably  mdwd  to  nyUia  Iba  offerer'*  estimating  prec aaa.  in- 
cluding: 


A The  fa  mala  far  to  ‘‘Cast  CUam*"  aad  tba  -Aipani 
Caaltact  Estimate'*  are  net  intends d aa  rt«id  Mf^Mtoraa 
Thoaa  aay  be  presented  ia  fiHtwai  format  with  Dm  pwi  *y 
pmeal  af  toe  cantractu-g  officer  if  nyn-H  far  aa*  affadiM 
aad  efficient  ywnaauaa  la  all  ether  nipacia  tola  fan* 
•all  be  completed  aad  awbsUttvd  withe  el  chan«a 


A Tto  jodenewtal  factava  applied  aad  toe  eiechemeucai 
ar  atoee  aatodt  uoi  ia  to  ealiaiata  including  thaaa 
aaed  to  projecting  fiaa  kiaea  data,  aad 


A Tbe  coatiagoecioa  weed  by  die  effete*  to  bia  prepared 


S-  By  aebaiiaido  af  tbia  pwpeenla  offerer,  if  eel  acted  fa*  *e 
gstletian.  prant a «e  die  caatiacting  officer,  aa  b*a  aetbanaed 
rrpn Mutative,  tba  right  ta  naMae.  far  tbe  perpaae  af  veri- 
fying tbe  caal  a*  pricing  data  mtoiited.  tbeae  baaba,  rwceeda. 
docu  newts  and  alba*  supporting  data  Much  will  permit  U*> 
qeata  ••alwalioc  af  such  caat  at  pricing  data,  aleeg  at  to  tba 
can  petal  tan  aad  project  ion  a weed  thereto  Thi«  right  nay  be 
ecerciaed  to  canaectiaa  with  any  nape  (lotion  a prior  la  cam 
tract  a*iri 


MOTE  I.  Enter  in  (bia  column  ebaaa  nacaaaary  end  reeaaa- 
able  aaeti  toith  to  the  judpnetii  of  toe  effete*  will  properly  be 
lectured  in  tba  efficient  performance  af  (be  contract.  Am 
any  af  toe  c-eota  in  tbia  column  have  already  bean  incurred 
fa  A.  an  e fetter  cenfrect  er  cAafr  arJar).  deaenbe  them  an 
bn  attached  supporting  ichtd^r  *>.«»  "pre  prod  act  ion"  ar 
“startup**  caat*  are  tipnlitiAt  er  •'hen  epecificelly  re* 
p*e«ted  to  detail  by  tbe  cettritiiKf  officer,  prande  a full 
Identification  and  explanation  af  tame. 


MOTE  I.  Include  af  dead  ceaancitl  irmi  naaaaally  fobri 
coted  in  whale  ar  in  part  by  you  which  era  generally  utnehvd 
to  to  eon  lory.  Provide  eaplanatieu  far  Inclusion  at  other  (baa 
(be  lower  af  caat  ar  c errant  aton  price. 


MOTE  9.  Include  all  materials  *-  >4  ar  Iren*  farted  betwaea 
your  plants,  divisions  ar  organisation#  under  a csobm  cat 
(rat  at  at  her  than  caat  ta  Iba  original  traaofsrtat  asto  peril 
e^leeetieu  af  pricing  method  used. 


MOTE  2 Tba  aa#  of  this  etlssa  <a  optional  far  Multiple 
line  item  prepevels.  escept  where  tba  contracting  officer 
det* mines  that  a separate  00  Farm  *33  is  regmred  far 
selected  line  item*. 


MOTE  X Attach  separate  pegas  aa  necceea-y  and  identify  to 
tbia  cataian  toe  attachment  in  which  the  lefenaetiee  supporting 
tba  specific  caat  element  may  be  found.  Ma  standard  format  ia 
prescribed,  ha  waver,  tbe  caat  ar  pnemg  data  meet  be  accurate. 
templet*  and  torrent. and  the  lodgment  teeters  used  in  project* 
lag  from  tbe  dete  te  tba  estimates  must  be  stated  to  sufficient 
detail  la  enable  tba  cant*  acting  a these  ta  evaluate  tbe  pre- 
peeaL  Far  enable,  pvavida  iba  bears  used  fa*  pricing  tba  MU 
af  ■storiala  such  aa  by  vendee  peal  at  tana.  shop  estimate*.  os 
tovaica  prices;  toe  reason  far  vna  af  aeerbvad  rates  stoich  de- 
pest elMuficeaUy  (no  espensuced  reeve  (reduced  eahuns.  a 
planned  me/ar  faeranfiawt.  arc. J.  ar  Jeetificatfea  far  an  to- 
(lease  to  labor  retae  fdntrcrp a*ad  mage  and  salary  toe rue  aaa. 
eto.A  Identify  and  aaptoto  any  cent  intonates  which  ere  included 
ta  tba  piapmi  prise,  each  aa  anticipated  cast  af  rejects  and 
defective  verb.  anticipated  easts  af  enginaaring  radeaign  and 
let  sating,  or  eectetpsted  tucbutcsl  difficulties  to  d vs  i pi  tog 
Mgb-rtsh  ci  rysSnts. 


MOTE  10.  Indie  at  • too  rates  used  and  provide  an  apprsprtets 
explanation.  Where  sgts*ser><  baa  been  rosebud  with  Ceram- 
ment  reyveuentattvvs  on  tba  one  af  forward  pricing  rotas,  de- 
scribe tba  nature  ef  tbe  agreement.  Provide  the  method  ef 
computer  ten  and  application  af  yawr  aw  the  ad  aspanae.  In- 
cluding cant  breakdown  and  aborning  trends  and  budgetary 
data  as  nucassary  to  provide  n basin  far  evaluation  af  too 
reaasnsblanesa  af  prep  a aad  rates. 


MOTE  I).  Include  asperate  baanhduum  af  emth 


MOTE  It  Previd#  a separate  We  ah  do  wm  af  labor  by  * 
peseta  category  and  furnish  basis  far  caat  estimates. 


MOTE  IX  Include  all  atbrr  set  busted  casta  (a -4-  apsefaf 
sve/mg.  facilities.  special  fsaf  rgsipsuil,  epvcfef  plan* 
roarer ngssssnr.  prusaruatrun  packaging  and  packing,  aputfage 


Identify  aapevetaly  each  category  af  caat  and  provide  mppsrs- 
tog  dot  si  la.  If  tba  prop  aaa  I ia  based  an  a F.O.X  dee  lias  clan 
price,  indicate  aeparataly  all  so  (hound  Iran  apart  atlua  aaais 
toaluded  In  total  amount. 


MOTS  < Ftc«  ids  # list  af  principal  items  within  each  cate* 
af  material  Indicating  hue  we  as  anticipated  s sure  a.  goantiiy. 
unit  price,  cenpeuuan  abtaiaed.  and  basis  af  establishing 
« auras  and  raraanablanasa  af  cast. 


MOTS  X Include  oMtarUI  far  toe  proposed  contract  ether  toan 
mat  art  at  described  In  Iba  ntbar  faatnatas  under  tba  cast  element 


TB  X Include  parts,  camp  an  eat  a.  aaaembtlae.  and  services 
to  produced  as  perform  ad  by  ether  than  you  to  accordance 
h your  design*.  spec  t flea  Mans,  ar  directress  and  applicable 


MOTE  Id.  If  toe  total  casts  stored  bora  la  In  wooes  af  *2Mk 
provide  an  a separata  page  far  an  DO  fm"  W.  Meyefry 
M*  parry  tba  fallowing  Infarmatton  an  each  nap  are  tr  lt<a  af 
wyalty  ar  license  feat  name  and  sddres  » af  licensor;  data  af 
Ucaaaa  agn  meant;  patent  number*.  patent  application  aortal 
earn  bare,  ov  other  basis  an  which  ton  royalty  to  payable;  brief 
dracrtptlan.  toelading  any  parr  ar  modal  numbers  af  vesh  con- 
tract item  at ‘comp  envoi  on  »*»ich  tba  royalty  1*  payable,  pm- 
cratega  ar  daUec  rata  *f  rmyalty  per  mill;  ohll  ptoa*  a#  aantrect 
from,  aumbev  af  anils;  and  local  dollar  amount  ef  reyalUeu.  b 
add  titan,  if  apaciftcally  rsgesatvd  by  tbe  connecting  WO  car. 
a copy  af  tba  currant  Uceeee  agreement  and  tdautiftcatian  ad 
applicable  claim  a af  specific  patents  shall  be  provided. 


TS  7.  Include  raw  and  prac  rased  ai'toil  far  (he  proposed 
tract  to  a fane  ar  ctata  which  rrpiirta  further  prac  re  ring. 


MOTE  IX  tolling  V»«*  mem’ include  any  vpplto able  Fm 
vetoes  tea  on  finished  article*. 
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